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The FIRST 


NATIONAL CITY BANK 
of New York 


Head Office: 55 Wall Street, New York 


78 Branches in 71 Overseas Branches, 


Greater New York Offices, and Affiliates 
eeeeveeeveeveeeeeeeeeeeeee @ 


Statement of Condition as of December 31, 1957 


ASSETS 
Caso anp Due From BANKS .. . « « $1,899,087,995 
Unitep States GovERNMENT OBLIGATIONS 1,156,472,300 
State anp Municipa SEcurITIES . e 388,845,587 
Orner SecurITIES. . . . e 110,759,623 
Ps lk << oa +. eo ae ° 3,867,671,355 
Customers’ Acceprance LIABILITY . « ¢ 122,334,561 
Feperat Reserve Bank Stock . . « « 18,600,000 


INTERNATIONAL BANKING CorPORATION . 7,000,000 
Bank Premises, FuRNITURE AND EQuIPMENT 40,847,145 
Irems IN TRANSIT WITH BRANCHES . « « 15,495,482 
Ormuun Assets . 2. eo ec cece ee 9,636,833 

ae es ae ee ee ee $7,636,750,881 


LIABILITIES 
Derosm ..«.s<ecee0e 6 © $6,692,688,345 
LiaBILITY ON ACCEPTANCES AND BILLs 129,641,006 
Dve To Foreicn Centrat BANKS 6,292,900 


REseERVEsS: 
UnearNneD INcomMB. . 2 © « eevee 32,873,784 
Taxes AND Accrugep Expenses ‘eee 64,675,406 
eee ee a a oe ee 8,280,000 


See ee ee ee $240,000, 
(12,000,000 Shares—$20 Par) 


en «ss «s+ + / 380,000,000 

Unpivivep Prorits .. . « 82,299,440 

SHAREHOLDERS’ Equity . . _ __ 702,299,440 
er » ss « $7,636,750,881 


Figures of Overseas Branches are as of December 23. 


$387,489,791 of United States Government Obligations and $7,795,200 of other assets are pledged 
to secure Public and Trust Deposits and for other purposes required or permitted by law. 


MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 


Chairman of the Board President Vice-Chairman of the Board 
HOWARD C. SHEPERD JAMES S. ROCKEFELLER RICHARD S. PERKINS 


Affiliate of The First National City Bank of New York for separate 
administration of trust functions 


CITY BANK FARMERS TRUST COMPANY 
Head Office: 22 William Street, New York 
Capital Funds $33,464,953 











THE BANKING LAW JOURNAL 





VOLUME 75 JANUARY, 1958 NuMBER 1 





CONTENTS 


BANKING LAW ARTICLES 
Tax Saving Opportunities For Small Banks From Bond Transactions—L. Wm. 


IIIT, TITIITING, -,icresesinscnssshibuietiiniebsncenintctinen tomapnigandnainteatmnenineiiniieomintanenjenemnen 1 
Must Banks Produce Records When Internal Revenue Service Examines Those 

TE ND TOD centectecqrneptcqnensnseenennmennsemnnensnmmnnmnassernmemnnenes 9 

BANKING DECISIONS 

Bank Recovers Proceeds of Checks From Payee .........s:ssssssssssesesssseseneessseesseseseneees 12 
Court Renders Judgment Notwithstanding Verdict of Jury in Check Kiting Case 19 
Assignee Bank Not Liable to Trustee in Bankruptcy ............ssssssssssseesesseeneseenneee 33 
Promise to Pay Overdraft Constitutes Contract ............cssssesseressereseeserenensenseceneesees 41 
Co-Maker Not Liable on Note Where Payee Made Forgery Possible ................+0++ 44 
Trustee in Bankruptcy is Not Adverse Claimant of Bank Funds ..............sssssssss+ 49 
FEDERAL INCOME TAXATION OF BANKS—Tax Liens and Levies—David 

ly SR Ee Be Bh, TR cancecccennsensestcececnsensinsensernecensnnennienncstnecectneseneniones 52 
CHECKS AND NOTES FOR BANK TAX MEN .........ccccscsscsssssosssssssccesessseeseneees 69 
COMMERCIAL CREDIT LAW LETTER .............ccccssscscsscesesecsssecorerecerseseeecececs 73 
BANKING LEGISLATIVE TRENDS IN THE STATES ..00.........ccccccsesesseseeeseeees 76 
MIE sonsinsnsvcesiistibissiieeianseeithininetebansiiensinpincnntetinenenaniinstnandaneninstaineenineninninen 82 
TRUST AND ESTATE TAX DECISIONS. ...........c:scscscscscsesscorscccceseseresecesscseseseees 85 
INVESTMENT AND FINANCE —Oscar Lasdon ............sscsscsssssesssscesessensesseccesees 88 


THE BANKING LAW JOURNAL is published on the I5th of each month. 
Subscriptions, $15.00 a year in the United States and possessions; $16.00 
in Canada and foreign countries. Single copies one dollar and fifty cents. 
Material for publication is welcomed, either articles, decisions, or other 
items of interest to bankers, officers of financial institutions and their 
attorneys. While the utmost care will be given material submitted, we 
cannot accept responsibility for unsolicited manuscripts. Copyright 1958, 
by Banking Law Publishing Company. Second Class mail privileges 
authorized at Boston, Mass. 


BANKING LAW PUBLISHING COMPANY, Publishers 
89 BEACH STREET, BOSTON 11, MASS. 


M. W. Cross, Editor and Publisher; Alexander Puglisi, Business Manager 
Thor W. Kolle, Jr., Legal Editor; Oscar Lasdon, Associate Editor 
Sam B. Vitt, Advertising Director 









HOW TO AUDIT 
A BANK 







By MARSHALL C. CORNS 










T= new book is a practical guide to bank auditing 

routine and procedure. It is designed not only to 
show how to audit any bank as required by law but 
discusses in detail the responsibilities of directors, the 
pitfalls of bank management and operation, and the 
positive protectional and precautionary controls to 
set up so as to avoid embezzlements and defalcations. 
It contains many samples, schedules and forms used 
in undertaking an audit so that it is complete in every 
way. 













The author is a recognized authority on bank man- 
agement problems and auditing practices, procedures 
and routines. For many years has been a management 
consultant and advisor to banks and has had a career 
in banking from practical bank clerk to bank president 
in both city and country banks, large and small. 













Over 84 exhibits add to the usefulness of the book 
which makes it indispensable for bank directors, offi- 
cers, auditors, students, bank examiners, public ac- 
countants, supervisory authorities and certified public 
accountants. 







Price $15.00 delivered 
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An 


Estate Planner’s 
Handbook 


by Mayo A. Shattuck and James F. Farr 


including for the first time a collection 


of annotated forms of wills and trusts 


The first edition of this book has 
been the standard guide for estate 
planners. Now, all sections of the 
work have been re-examined and 
revised to give you the most up-to- 
date, authoritative, step-by-step cov- 
erage of all aspects of estate plan- 


ning. 

The broad scope of the Handbook 
is sufficient assurance of its practical 
value. The following special features 
increase its usefulness: 

A newly added collection of an- 
notated forms (204 pages), includ- 
ing, ey a simple will and 
codicil, wills with a variety of family 
trust provisions, a will and revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate planning, 
with special emphasis on the marital 
deduction. 

Expanded treatment of life insur- 
ance and particularly business insur- 
ance b 


This valuable work is the result of 
a vast amount of practical, firsthand 
experience in all ts of estate 
planning. The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice to 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 





Practical answers to questions relating to — use of life insurance © insurance 
options © business insurance trusts @ key man insurance @ use of wills in family 
and business plans @ will provisions @ revocable trusts © selection of trustees ©@ 
trustee's management powers @ prudent man investment rule © accountings ® 
taxation of revocable and irrevocable trusts, of life insurance, and of powers of 
appointment @ the marital deduction ©@ drafting © what state laws apply to 
trusts ©@ death of major stockholder © and many other topics. 





Price $10.75 
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Tax Saving Opportunities For Small Banks 
From Bond Transactions 


L. WM. SEIDMAN, C.P.A. 
of Seidman & Seidman 


Bond transactions, properly planned and executed before 
year end, can achieve substantial tax benefits for most small 
banks this year. Many banks will find themselves with a loss 
in their government bond portfolios this year. The Internal 
Revenue Code provides that a bank’s net loss from the sale of 
bonds during the taxable year is an ordinary deduction, which 
reduces income taxable at 30% (if income is less than $25,000) 
or 52%, as the case may be. 


On the other hand, if the bank has a net gain on bond trans- 
actions, the gain is considered as a long-term capital gain (as- 
suming bonds were held more than six months), taxable at the 
maximum rate of 25%. Under these “head I win, tails you lose” 
rules it becomes apparent that gains which are taxable at 25% 
should not be taken in the same year that losses, deductible at 
either 30% or 52%, are incurred. 


Since the net total of gains and losses determines the nature 
of the result as ordinary loss or capital gain, it is desirable to 
plan bond transactions to have gains in one tax year and losses 
in another. 


The tax planning to be employed depends upon whether 
the bonds are taxable (governments and corporate) or tax ex- 
empt (municipals). The following discussion relates first to 
taxable issues and later to tax-exempt issues. 

1 
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Taxable bonds 

In these times of rising interest rates and corresponding 
declines in bond values, most bank portfolios contain sizeable 
unrealized losses. Gains on bond transactions are, in most 
cases, limited only to redemption of issues coming due. In 
view of the present bond market, small banks should consider 
taking bond losses to the extent that such losses do not reduce 
taxable income below $25,000. 

Since most small banks have been in the 52% tax bracket the 
last few years, they should not take losses that will reduce their 
income below $25,000 in any year, so that the 30% tax rate will 
be fully utilized. 


It is possible to replace bonds sold at a loss with other 
similar bonds which provide the same yield, but are currently 
selling at a discount. Upon subsequent sale or redemption of 
the new bonds, realized discount would be treated as capital 


gain, and thus part of the bond’s yield will be taxed at favor- 
able capital gain rates. By recognizing present losses, the bank 
would be receiving a current reduction at ordinary income tax 
rates in exchange for future income at lower capital gain rates. 
Such action also defers payment of income taxes, thereby in- 
creasing funds available for current investments, which should 
again increase future income. 


As a general bond investment policy, if two comparable tax- 
able issues selling at the same yield are under consideration, it 
would normally be desirable to purchase the issue selling at 
the greatest discount. The reason for this is that the part of 
the yield represented by the discount will be taxed as a capital 
gain when realized by sale or redemption. 

The following table indicates the increase in after-tax yield 
that can be achieved by a bank in the 52% tax bracket by pur- 
chase of bonds at a discount, providing the same yield as bonds 
purchased at par: 





— 
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IE ceccersenrenrmnenanitninegemmmmeanpanaiansieninael 5 years 5 years 
a 3.89% 3.89% 
IE I anceps csc eccessessenesasesesccnennncnninen 3.89% 1.5% 
ala hae RES Cane See See ee ere. eR 100 90 
I a $90,000 $90,000 
ae $17,500 $ 7,500 
5 SR eT 9,100 3,900 
ES OE: $ 8,400  $ 3,600 
I ab tcsiecr nen erernenersenenineemnmamneninns $10,000 
er I GOI: sncccrtireneninnscintsnmennininntniaticnioen 2,500 
ERE cries i oR Cn aR $ 7,500 
Net return after taxes .....................-c0c.--.--.-ceeo-eoee-- $ 8,400 $11,100 
Increase in net return ............-.--.-.----c-c--c-ecseesereesee 82% 








How can this investment benefit be utilized by a bank with 
current accrued bond losses? An example using a hypothetical 
situation will best illustrate: 


We have two banks, A and B, each earning $50,000 per year 
from normal operations. Both banks have $250,000 of 212% 
government bonds in their portfolios, purchased at par several 
years ago, that are now selling at 90. Bank B decides to take 
this $25,000 bond loss and reinvest the proceeds ($225,000) in 
similar 242% bonds now selling at 90. After the transaction, both 
banks own $250,000 of 24% bonds, due in five years, but A’s 
cost of the bonds is $250,000, while B’s cost is now $225,000. 
Let us take a look at what happens in the first year: 


Bank A’ Bank B 





ID ipcccistnsincirintennsneminsnnnenisnnonnasinmnensii $50,000 $50,000 
TEAC ITT 25,000 
ELE Ca ae ee Oe $50,000 $25,000 
ii ake scacekinniidelctcceitasimcanadldelils 20,500 7,500 
TELE ee ee, SIR: $29,500 $17,500 














Bank B now has $13,000 of additional funds derived from the 
saving in the taxes ($20,500—$7,500), which we shall assume is 
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invested in loans yielding 6%. The combined income state- 
ment for the intervening four years before maturity, assuming 
that the income of A remains at $50,000 per year and that the 
income of B is $50,780 per year (the $780 arises from the 6% 
earnings on the $13,000 tax saving in the first year ) is as follows: 


Bank A Bank B 


rman CUI ain ncsccscncccccussnnessneceennsnncn $200,000 $203,120 
TT 82,000 83,620 
RT $118,000 $119,500 


At the end of the fifth year the bonds mature, providing each 
bank with $250,000. Let us now see what happens in the year 
of maturity: 


Bank A’ Bank B 








a $50,000 $50,780 
Plus capital gain on maturity -...........--.--.----0--0--0--- 25,000 
IE TT OTT $50,000 $75,780 
TTT a eT 20,500 27,150 
Te ee ae $29,500 $48,630 














A summary income statement for the entire six-year period 
is as follows: 


Bank A Bank B 


IID ascticsscrcnreicticiaiepentnciennemisaicne $300,000 $303,900 
ITIL 5s sscniinseniansinnnninkiibindiiuasiiiteiiinaiicatiansdtieh 123,000 118,270 
EE ee $177,000 $185,630 


Thus, Bank B actually increased its net income for the period 
by $8,630 by taking the bond losses in the first year. This repre- 
sents almost a 5% increase in net income for the six years by 
executing one “roll-over” transaction. 


The Internal Revenue Code of 1954 made an attempt to 
narrow this advantage as it applies to bonds originally issued 











5 aE ATE TPCT EO OEE, AG Te NE 
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at a discount. It provided that original issue discount shall be 
considered as interest income rather than capital gain. The 
original discount for registered securities is the difference 
between redemption price at maturity and the issue offering 
price to the public, at which price a substantial amount of such 
bonds were sold. Where private issues are involved, the price 
paid by the first buyer will determine the amount of discount 
from redemption value. A further complication arises from the 
fact that the interest “taint” on the discount follows the bonds. 


The original issue discount is not considered as interest if 
it is less than 4 of 1% of the redemption price for each year from 
issuance date to maturity. Thus, on a bond with a 20-year life, 
an original discount of less than 5% would be treated as capital 
gain upon the holder's ultimate redemption at par. However, 
if the discount exceeds the %4% per year allowable, then the 
entire discount, not just the excess over 4% per year, will be 
treated as interest. Also, any bondholder who has purchased a 
bond at a premium may ignore the original discount rules no 
matter what the original discount was, and reap capital gain 
benefits if the bond is subsequently sold at a gain. 


Since most of the discount opportunities in today’s bond 
market arise on long-term government obligations which were 
issued substantially at par, the new discount rules have little 
effect on the tax saving possibilities available through planned 
transactions involving governments. 


The law also provides that for a bond loss to be deductible 
as an ordinary deduction rather than a capital loss, the loss 
must be incurred on bonds that carry coupons or are in regis- 
tered form. On the other hand, bond gains need not be regis- 
tered or carry coupons to achieve capital gain treatment. 


If conditions change and bond gains become the order of 
the day, it will be desirable to realize the maximum amount of 
gains in a bond-gain year. The following table indicates the 
increase in after tax yield that can be achieved on bonds pur- 
chased at par that are selling at a 5-point premium, if sold and 
reinvested rather than held to maturity: 
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(1) (2) 
Sell and 
Hold reinvest 
BN  ceinetseeennieiisessonstietianitiilhdeatatanntsiivitete 5 years 5 years 
PE ee ae eee Sera Mn Oe 246% 214% 
Ee 2%% 214% 
ATLA. Sere $105,000 
III TINIE csctnssenngennrnanepnetnnapennenasans 1,250 
Net proceeds for reinvestment ..................-.--.--- $103,750 
i ehreialell $100,000 $ 98,800 
Total interest—5 years .............-.-..---sssssessesesenses $ 12,500 $ 12,350 
Less income tax (after premium amortization 
of $4,950 on bonds in Column 2) .............. 6,500 8,850 
EN $ 6,000 $ 8,500 
ae 100,000 98,800 
TE A AS RR! $106,000 $107,300 
Less original investment —...........................-.-.-- 100,000 100,000 
EE $ 6,000 $ 7,300 
Tmorense fm mot SOUT ne ancecscconceecssscseeeeseneee 22% 


A bond gain may arise from two sources—exchange gains and 
sale gains. The bank may realize a capital gain on an exchange 
of government bonds for a new issue, commonly known as a 
“roll-over”. A gain might occur because the government offers 
an attractive bond issue to insure a successful refunding opera- 
tion. The gain on exchange is measured by the difference 
between the tax basis of the bond exchanged and the market 
value of the new issue. It is to the bank’s advantage to recognize 
the exchange gains since such gains may be taxed at capital 
gains rates (25%) and the gain represents an increased tax basis 
on the bond, which would result in an ordinary reduction in 
taxable income by reason of amortization of bond premiums. 


The previous discussion concerned primarily taxable bond 
issues. The rules for investment in, and sale of tax-exempts are 
different. 


Tax-exempt bonds 


If two comparable tax-exempt issues selling at the same 
yield are under consideration, the bond selling at the least dis- 
count, or at par, or at a premium should be purchased, since 
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most or all of the yield will be non-taxable. 


If a municipal bond is purchased below par, the discount 
realized upon maturity or sale would be taxed as a capital gain 
(unless it is original discount), or it would offset bond losses 
which would otherwise be deductible at ordinary rates. In 
municipals, it is best to realize the yield as interest, since it is 
not taxable, rather than as interest plus a taxable gain, even 
though the gain is taxed at only 25%. 


This is the opposite of the general rule regarding taxable 
bonds, where it is best to realize as much yield as possible by 
capital gains. 

If a bank is a dealer (regularly engaged in the buying of 
stocks and securities, and then resale to customers for the pur- 
pose of making a profit) in tax-exempts, special rules regarding 
premiums apply. Dealers in tax-exempt bonds are required to 
amortize the bond premium on bonds having a call or maturity 
date of five years or less from the date of acquisition, which 
they hold for more than 30 days. 


For bonds with more than a five-year maturity, a dealer 
need not amortize the premium. In the latter case, it means 
that the dealer bank would get tax-exempt interest on the bonds 
while they were held, plus an ordinary loss deduction for the 
reduction in price represented by the market’s amortization of 
the premium when the bond is sold. 


If the maturity is less than five years, the premium amortiza- 
tion is an offset to the tax-exempt interest. 


The advantage for a dealer in buying tax-exempts with a 
maturity of more than five years is readily apparent, since he 
gets the tax-free interest and a deductible loss. In fact, a re- 
cent proposal of the Ways and Means Committee of the Congress 
(Mills Report) would eliminate this “unintended benefit” by 
requiring the amortization of premiums on tax-exempts regard- 
less of their maturity date. This would be effective for all such 
bonds acquired after November 7, 1956. 


If a bank has a bond-loss year, it should take losses on muni- 
cipal bonds as well as on taxable bonds. Selling municipals 
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for a loss is attractive because the bank may be able to take a 
deduction at 52% and invest the proceeds in another comparable 
municipal issue providing a higher non-taxable yield. 


To the extent that the loss represents premium on a munici- 
pal issue, the bank has a tax deduction that would otherwise 
be lost, since, if the bond is not sold, the premium must be 
offset against future non-taxable interest when received. 


Care must be exercised when taking bond losses that the 
wash sale rules are avoided. These rules provide that a tax- 
payer cannot deduct any loss from the sales of securities if, with- 
in 30 days before, or 30 days after the date of such sale, he has 
purchased substantially identical securities. This rule can be 
overcome by either waiting more than 30 days to reinvest the 
proceeds, or by buying different issues or issues of the same 
obligation but having different issue dates, different interest 
payment dates, or different maturity dates than the issue sold. 


SUMMARY 


1. On investments, all other things being equal: 
(a) There is an advantage in buying taxable bonds at a 
discount rather than at par or at a premium. 
(b) There is an advantage in buying tax-exempt bonds at 
par or at a premium instead of at a discount. 


Realize bond gains and losses in different taxable years. 


In bond-loss years, utilize losses from both taxable and 
tax-exempt issues. 


4. In bond-gain years, utilize gains only on taxable issues. 
Avoid capital gains on tax-exempt issues. 


5. To achieve maximum benefits, the tax planning must be 
done and the bond transactions made before the close of 
the taxable year. 











PETA en 





Must Banks Produce Records When 


Internal Revenue Service Examines 
Those You Do Business With? 


Banks constitute one of the major groups upon which the 
Treasury makes demands for information and records. They too 
cannot assert the privilege against self-incrimination on behalf 
of the taxpayer, since this is a personal defense of the taxpayer. 
The unreasonable search and seizure prohibition of the Fourth 
Amendment has been held to be inapplicable. However, courts 
in fact do impose limitations on breath relevancy of subpoenaed 
information on the ground that the inquiry is oppressive or 
unreasonable. 


In United States ex rel. Sathre v. Third Northwestern Nat. 
Bank, (102 F.Supp. 879 (D. Minn. 1952), dismissed on stipula- 
tion of parties, 196 F.2d 501 (8th Cir. 1952) a Special Agent 
of the Intelligence Unit wanted: “all records of cashier's checks, 
bank money orders and certificates of deposit purchased by, en- 
dorsed by, or paid to or for [twelve or thirteen individuals] 
together with any and all such paid, cashed, or honored cashier's 
checks, bank money orders and certificates of deposit and sup- 
porting documents and records.” Although the agent attached 
a note offering to check the records himself if the bank desired, 
the bank refused the offer and failed to obey the summons. 
The court held that the bank need not examine voluminous 
records for the purpose of finding cashier’s checks, etc., of a 
suspected evader, where there was no showing of reasonable 
grounds for belief that such items even existed. 


NOTE: This article is reprinted in part with the permission of the editors of 
the JOURNAL OF TAXATION, 147 East 50th Street, New York, N.Y. 
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Pertinent records 
Likewise, a bank cannot be compelled to unfold voluminous 
records containing information concerning people whose tax 
liability is not under examination. In First Nat. Bank of Mobile 
(160 F.2d 532 (5th Cir. 1947) ), the court said: [The agent] 
“may first obtain information as to what papers or documents are 
within the Bank’s possession relevant to the inquiry by inter- 
rogating, under oath, an appropriate officer of the Bank. Upon 
a satisfactory showing by the agent that certain pertinent records 
or documents have a bearing upon matters required to be 
included in the return under investigation, the Bank would be 
required to produce them for the inspection of the agent, where- 
upon the agent would determine for himself whether or not 
they were relevant to his needs and take copies thereof if he so 
desired.” In so stating, the court modified the original order 
to produce, by confining it to records relevant to the taxpayer 
under investigation rather than allowing the original order 
which requested records irrespective of whether such records 
also pertained to similar transactions [between the bank and] 
other persons or firms. 


As early as 1928 it was held that the depositor had no pro- 
prietary interest in a bank’s books or records and, at most, could 
claim that such records should not be disclosed for the purpose 
of inflicting deliberate injury upon him. In that case the agent 
asked for records of deposits and withdrawals of a certain tax- 
payer for a period of two years. The court in upholding the 
agent reasoned that a proceeding to obtain the information 
invaded no rights of the depositor under the Fourth Amendment 
as to unreasonable searches and seizures. Nor could the bank 
refuse production of the records on the basis that some of the 
entries would relate to transactions of persons whose tax was 
not under investigation. 


In summary, banks must generally obey the subpoena, but 
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can refuse if they show: (a) that the request is unreasonably 
broad in scope; (b) that the records sought are not readily iden- 
tifiable and conveniently obtainable; (c) that they are not 
relevant to the inquiry; (d) that previous investigations of the 
same records have rendered further investigations unnecessary 
or oppressive; (e) or that the revenue agent has acted arbitrarily, 
capriciously, or with any motive other than to make a lawful 
examination. 


One area of uncertainty relative to banks as third parties 
is the application of the inquisitorial powers to information con- 
tained in safe deposit boxes. However, since the normal con- 
tract between the bank and a safe deposit box renter places the 
renter in control, it would seem that a demand to produce the 
contents of a safe deposit box would have to be made upon the 
renter rather than the bank. 





BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 

and the bank student seeking advancement. 


Bank Recovers Proceeds of Checks From Payee 


A drawee bank has been permitted to recover the proceeds 
of ten checks from the payee of the checks which had been 
paid by the bank in reliance on representations of the payee. 
An automobile dealer, the defendant finance company and the 
plaintiff bank had an agreement that the dealer's drafts on the 
finance company could be deposited with bank which would 
give the dealer immediate cash credit in his account, the finance 
company agreeing to honor and pay such drafts when pre- 
sented by the bank. On January 6, 1953 the finance company 
instructed the bank not to accept any more of the drafts but 
promised that the drafts in process up to the close of business 
that day would be paid. On that same day the finance com- 
pany presented to the bank and received payment for ten checks 
drawn on the dealer’s account. The next day more checks 
were presented by the finance company but were returned for 
insufficient funds and on the following day the finance company 
refused to honor the drafts that had been in process on January 
6th. The bank brought suit against the finance company for 
the return of the proceeds of the ten checks. 


The court ruled in favor of the bank on the ground that if 
the payee of a check has knowledge that there are no funds on 
deposit to meet it, and the bank pays the check in ignorance 
of that fact, there may be a recovery of payment. The bank 
did not know there were no funds to meet the checks since it 
had been assured that the drafts to cover the checks would be 
paid. Likewise the finance company knew that there were not 
enough funds in the dealer’s account to meet the ten checks 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1209. 
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because it had received back various other checks which had 
been returned for insufficient funds. Farmers and Merchants 
Bank v. Universal C.I.T. Credit Corporation, Supreme Court of 
Utah, 315 P.2d 653. The opinion of the court is as follows: 


COWLEY, D.J.—This is the second appeal in this case. The facts 
are set forth in detail in the first decision, Farmers and Merchants Bank 
v. Universal C. I. T. Credit Corporation, 4 Utah 2d 155, 289 P.2d 1045. 
Some of the facts will be repeated here and such other facts as are 
deemed necessary to this decision. In October, 1952, defendant corpora- 
tion undertook to finance the operation of Harry Parsley, Inc., a Lincoln- 
Mercury dealer in Provo, Utah. It was orally agreed among the dealer, 
the plaintiff bank and the defendant finance company that Parsley would 
be permitted to deposit sight drafts with plaintiff bank, drawn on 
defendant finance company, and get immediate cash credit in its bank 
account on the strength of the deposited drafts, and defendant would 
honor and pay such sight drafts. Both retail and wholesale financing 
was provided for in the agreement. 

As pointed out in the former decision, this financing continued un- 
questioned until December 24, 1952, when the bank was instructed by 
an officer of the C.I.T. not to treat sight drafts for wholesale financing 
as cash from that date forward. The evidence was in conflict as to the 
agreed means of distinguishing-.between a wholesale and retail draft, but, 
at any rate plaintiff bank continued giving immediate credit to the 
Parsley account upon receipt of drafts and allowing checks to be drawn 
against the credit. On January 6, 1953, an officer of C.1.T. instructed 
the bank that no more drafts drawn by Parsley would be accepted by 
the corporation. On the same day the plaintiff bank credited 13 drafts 
to the account of Parsley, totaling $29,223.65, claiming that the C.I.T. 
officer orally promised that all drafts in process up to the close of business 
January 6, 1953, would be honored and further contending that no 
mention was made in the oral promise as between wholesale and retail 
drafts. 

Likewise on January 6, 1953, the C.I.T. presented and received pay- 
ment for 10 checks drawn in favor of the corporation on the Parsley 
account in the amount of $24,668.03, which are the subject of this second 
appeal. On January 7, 1953, the bank contends that further repre- 
sentations were made by agents of the defendant corporation that the 
drafts would be paid, and on January 8, 1953, when the C.I.T. pre- 
sented additional checks to the bank for cashing in excess of $20,000 
and were refused because of insufficient funds in the Parsley account to 
pay this additional amount, and further because Parsley had issued 
directions to the bank not to pay any checks in excess of $300, the 
C.I.T. refused to honor the 13 drafts above mentioned. 





14 THE BANKING LAW JOURNAL 


The plaintiff bank later surrendered to Harry Parsley, Inc., four of 
the 13 dishonored drafts in exchange for a promissory note for $21,000, 
secured by a chattel mortgage and an assignment of accounts receivable. 

The first trial was based on the drafts presented to the bank by 
Parsley as drawer on January 6, 1953, for which the bank gave immediate 
cash credit to the Parsley account and were dishonored by the C.LT. 
Corporation as drawee on January 8, 1953. The trial court rendered 
judgment to the plaintiff in the sum of $17,876.81 against the defendant, 
drafts in the sum of $29,223.65, less the sum of $7,792.57, which repre- 
sented the balance in the Parsley account when it was closed out on 
January 10, 1953, and charged back to the account by the bank, and the 
court subtracted the four drafts above mentioned, awarding a net 
judgment to the plaintiff in the sum of $17,876.81 against the defendant, 
together with interest and costs. 

This court did not allow a recovery on the basis of the outstanding 
drafts on the first appeal because of the bank’s dereliction of duty in 
continuing the practice of granting immediate credit on the drafts pre- 
sented to the bank after December 24, 1952, when it was put on notice 
that Parsley’s, Inc., was in financial difficulty, particularly as to whole- 
sale financing. See Farmer's and Merchant's Bank v. Universal C.I.T. 
Credit Corporation, above. 


In reversing the trial court we remanded the case for further pro- 
ceedings based upon the ten checks presented by the C.I.T. and paid 
by the bank the same day as the outstanding drafts were received by 
the bank from Parsley, in the following language: 


“However, one of the allegations of the complaint in this 
action stated that at the time checks were presented to the bank 
for payment to C.I.T., that corporation knew or should have 
known that the only source from which said checks could be 
paid was the credits given to Parsley for the drafts which the 
corporation later refused to honor. No specific finding was 
made by the trial court on this matter; although the court did 
make the finding that the checks were paid in reliance on the 
assurances of C.I.T. personnel that the drafts would be paid and 
a general finding of issues not specifically mentioned in plaintiff's 
favor. . . . Since the judgment was rendered on the basis of 
outstanding drafts, rather than the checks whose payment was 
wrongfully induced by appellants, this case must be reversed 
and remanded for further proceedings.” Farmer’s and Merchant's 
Bank v. Universal C.I.T. Credit Corporation [4 Utah 2d 155, 
289 P.2d 1049] above. 


We further said in the previous appeal, “If the payee of a check has 
knowledge that there are no funds on deposit to meet it, and the 
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bank pays the check in ignorance of that fact, there may be a recovery 
of the payment. Peterson v. Union National Bank, 52 Pa. 206, 91 
Am.Dec. 146.” \ 

The only issue at the second trial and on this appeal is plaintiff's 
contended right to recover on the ten checks in question, totalling 
$24,668.03, which the bank paid to C.I.T. on January 6, 1953. The 
specific questions to be determined by the mandate of the Supreme 
Court in the former decision are (1) whether the payee of said checks, 
C.I.T., had knowledge that there were no funds on deposit in the Parsley 
account to meet the said checks; and (2) whether the plaintiff bank paid 
the checks in ignorance of the fact that there were no funds to pay them. 
The answer to these questions depends upon the alleged promises made 
by the officers and agents of the C.I.T. to the bank on January 6 and 7, 
1953, that the 13 drafts would be honored and paid which Parsley pre- 
sented to the bank on January 6, the same day the checks were presented 
by C.1.T. for payment, and the bank’s reliance on the promises in granting 
immediate credit on the drafts, which were later dishonored. 

At the conclusion of the second trial the court made findings favor- 
able to the plaintiff on the above questions and granted judgment to the 
plaintiff on the 10 checks in the sum of $24,668.03, less certain set-offs 
which constitute plaintiff's cross-appeal and will be discussed later. 

If the findings and judgment of the trial court are substantially sup- 
ported by evidence the Supreme Court may not disturb them, since 
this is a case at law. Sine v. Salt Lake Transportation Co., 106 Utah 
289, 147 P.2d 875. 

At the outset it must be kept in mind that the uncontroverted evid- 
ence reveals that the bank had control of the checks in question through 
the day of January 7, 1953, and until nearly 8 p.m. of said day, and 
could have protected itself until said time by dishonoring the checks, 
had the alleged promises to honor the drafts not been made, if in fact 
said promises were made. 

The testimony is in conflict as to the alleged promises to honor the 
drafts. The Vice-President and Cashier of the bank testified in substance 
that on January 6, the Salt Lake City Branch Manager of C.I.T. told 
him by long distance telephone from Salt Lake City that all sight 
drafts would be honored that were in process up to and including the 
6th, but none thereafter unless specially authorized. On the morning 
of the 7th, the branch manager and one other agent made a trip to 
Provo and again said the drafts would be honored, and again at 4:30 p.m. 
on the 7th, after banking hours, an agent of C.I.T. from Seattle visited 
the bank and told another Vice-President of the bank that the drafts 
would be paid. The Salt Lake City Branch Manager was not a witness and 
his testimony stands uncontradicted as to the telephone conversation 
on the 6th, and the other two agents of C.I.T., while admitting their visits 
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to the bank and other parts of their respective conversations in the 
forenoon and afternoon of the 7th, deny that anything was said about 
the drafts or the honoring of them. 


At the close of business on January 5, the Parsley bank account had 
a balance of $14.04 which was known to the bank, and since it was also 
known to the bank that the only source of credit from which the 10 
checks, totalling a large amount, could be paid was the drafts, it is 
incredible to believe that the bank would have honored the checks 
on January 6, or at least to have protected itself and dishonored the 
checks on January 7, if the promises to honor the drafts had not been 
made. In any event, we must hold that the findings as to the promises 
made and the reliance upon them are supported by substantial evidence, 
and therefore the bank did not know that there were no funds available 
to meet the checks until the drafts were dishonored on January 8, 1953, 
contrary to the promises. 

Defendant corporation’s contention that the bank did know that the 
Parsley account was without funds to pay the checks is without merit 
in view of the promises made as discussed above. Except for the 
promises, defendant’s contention and this court's decision in the first 
appeal would have eliminated the bank’s right to expect the 13 drafts 
of January 6 to be honored and constitute a source of credit to pay the 
ten checks. 

The other contention that the C.I1.T. Credit Corporation did not 
know that Parsley, Inc., did not have enough funds on deposit in 
plaintiff bank to pay it $24,668.03, the sum of the 10 checks, is also 
without merit. On January 6 the C.I.T. had notice that a check in the 
sum of $2,495 was being returned unpaid. It would appear that 
because of this fact the daily conversations by telephone and trips to 
Provo, were commenced and probably to assure the bank that the 
drafts would be paid. The finance company also noticed on January 7 
that three other checks totalling $10,406.55 had been turned down 
because of insufficient funds to pay the same. Meanwhile defendant 
corporation had accumulated several thousand dollars worth of un- 
collected Parsley checks which it was concerned about collecting and 
two trips to Provo, one at 4:30 p.m. on January 7, and again on the 
morning of January 8, were primarily for the purpose of getting the 
bank to honor these latter checks. It was because of the bank’s refusal 
on the morning of January 8 to honor and pay this group of checks 
that the C.I.T. dishonored the drafts upon the order of a Vice-President 
of C.I.T., who had come from Seattle to Provo and had attempted to 
-get the bank to honor the additional uncollected checks which totalled 
more than $20,000. All the drafts presented to the bank on January 6, 
1953, 13 in number, were dishonored without regard as to whether they 
were wholesale or retail. 
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The activities that went on between the officers and agents of C.I.T. 
with the officers of the bank is sufficient evidence to support the findings 
of the trial court that C.I.T. had knowledge that the Parsley bank account 
was insufficient to meet the ten checks in question, unless the drafts 
were honored. 

From the judgment granted to the plaintiff on the 10 checks in ques- 
tion in the total sum of $24,668.03, the court deducted the sum of 
$3,554.27 which represented the four dishonored sight drafts of the 
18 which the bank returned to Parsley as part consideration for the 
$21,000 note secured by the chattel mortgage and accounts receivable, 
and later by amendment under Rule 60 (a) and (b) (1) the trial court 
further deducted the sum of $7,792.57 it impounded from the Parsley 
bank account. The plaintiff cross-appeals from these two offsets. 

First as to the four drafts the trial court deducted from the judgment. 
Parsley requested the bank to return these four dishonored drafts 
because they were retail and probably could be sold elsewhere. This 
the bank did as part consideration for the $21,000 note, chattel mortgage 
and accounts receivable referred to above. 

This court held in the former decision that the $21,000 note and 
mortgage did not constitute payment of the debt which Parsley, Inc., 
owed to the bank, thus the C.I.T. was not discharged from the obliga- 
tion, 289 P.2d 1049. This being so the sum of the four drafts cannot be 
subtracted from the judgment; although C.I.T. is entitled to credit 
against the plaintiff bank for any amounts actually realized by the bank 
on the $21,000 note from Parsley. 

At the close of business on January 10, 1953, there was a credit in 
the bank account of Parsley, Inc., in the sum of $7,792.57, the same 
being the amount that the trial court held was impounded and the 
additional amount the trial court deducted from the judgment. Of the 
above amount $4,555.62 constituted the balance of the total credit the 
bank wrongfully gave Parsley on the 13 dishonored drafts. The $4,555.62 
is arrived at by subtracting the bank’s total loss in honoring the 10 
checks in question, $24,668.03, from the total credit the bank gave the 
Parsley account on the 13 dishonored drafts, which was $29,223.65. The 
bank was entitled to be reimbursed by Parsley, Inc., for the credit 
given for the dishonored drafts, and had a right to offset the amount from 
the balance of said wrongful credit remaining in the Parsley account on 
January 10. “It may be stated as a general rule that when a depositor 
is indebted to a bank and the debts are mutual—that is, between the 
same parties and in the same right—the bank may apply the deposit, 
to the payment of the debt due it by the depositor, provided there is 
no express agreement to the contrary and the deposit is not specifically 
applicable to some other particular purpose. 7 Am.Jur., Sec. 629, p. 455.” 

However, since the Parsley account was somewhat actlve from 
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January 6 to 10, both days, inclusive, the account had a balance of 
good credit received from other sources in the sum of $3,236.95, so 
when at the close of business on January 10 the bank charged back the 
entire amount of $7,792.57, it did in fact reduce its total loss on the 10 
checks in quesion by the sum of $3,236.95, therefore C.I.T. is entitled to 
an offset in this latter amount and the bank is entitled to a net judg- 
ment in the sum of $21,431.08, together with interest at 6% from January 
7, 1953, and costs. 

Some money was received by the bank and credited to Parsley after 
the account was closed on January 10, 1953, but, as pointed out by the 
brief of respondent and cross-appellant, this money was collected after 
Parsley, Inc. was thrown into bankruptcy, and, therefore, the bank must 
account to the Bankruptcy Court for this money. 

The judgment of the trial court is modified. Costs to respondent and 
cross-appellant. 

McDONOUGH, C. J., and WADE, J., concur. 

CROCKETT, Justice (concurring specially). 

I concur, adding this comment: The evidence supports the finding 
of the trial court that the 10 checks totaling $24,668.03 were presented 
for payment by C.I.T. when it knew that there were neither funds nor 
credit in the account of the maker (Parsley) to pay them, which fact 
was not known to the plaintiff bank. This is so because the bank relied 
on the promised acceptance by C.I.T. of the 13 drafts it had received 
the same day totaling $29,223.65. 

The item of $3,554.27 which was allowed as an offset against the 
$24,668.03 which the bank lost by mistakenly paying the 10 checks, has 
no relationship to that figure whatsoever. It represents the total of four 
of the dishonored sight drafts (which are assumed to be retail trans- 
actions) and which the bank returned to Parsley in connection with its 
receipt of the $21,000 note and chattel mortgage. The further fact 
with respect to these particular four transactions is that after they were 
returned to Parsley, he turned them over directly to C.I.T. who accepted 
them and will realize the proceeds on those contracts from the purchasers 
of the cars named therein. It thus seems clear that C.I.T. is not entitled 
to any offset of the $3,554.27 against the loss the bank suffered in cashing 
the checks. 

I also agree that the $7,792.57 (the figure on the books of the bank 
showing Parsley’s account on January 10) was improperly allowed as an 
offset against the judgment. This is so because it bears no relationship 
to the actual loss of the plaintiff bank and is merely a fictitious figure 
representing the amount that would have been in the Parsley account 
had the $29,223.65 in drafts been honored by defendant C.I.T. However, 
it does not necessarily follow that no deduction at all should be allowed. 
Between January 6 and January 10, 1953, the 10 checks upon which 
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the bank seeks recovery were paid. It was also within this period of 
time that the drafts were dishonored by the defendant. It appears from 
the record that during this time Parsley made deposits into his account 
other than the drafts which were subsequently dishonored. Thus the 
bank balance of $7,792.57 is made up partly of the false credit of the 
dishonored drafts and partly of bona fide credits deposited by Parsley. 
The record and documentary evidence before us indicates that 
Parsley’s bank balance on January 6, plus his bona fide credits, less 
certain checks drawn on the account (other than those to C.I.T.) equals 
$3,236.95. This is the figure which should properly be deducted from the 
$24,668.03, leaving a net judgment of $21,431.08 plus interest and costs. 
WORTHEN, J., having disqualified himself, does not participate. 
HENRIOD, J., does not participate. 





Court Renders Judgment Notwithstanding Verdict of 
Jury in Check kiting Case 


In a quite unusual case a federal district court has rendered 
what is termed a judgment n. o. v., a judgment notwithstanding 
the verdict of the jury. Although this may sound odd to any- 
one but attorneys, it is the established perogative of the courts 
to give judgments “where the evidence is such that without 
weighing the credibility of the witnesses, there can be but one 
reasonable conclusion as to the verdict... .” But this case 
was unusual for other reasons. 

Suit was brought by the depositor of a bank against the 
Federal Deposit Insurance Corporation which was administering 
the affairs of an insolvent bank. The bank had been made in- 
solvent by the illegal activities of its executive vice-president 
after whose suicide the illegal transactions were discovered. 
The depositor claimed that even though he and the deceased 
vice-president of the bank had participated in hundreds of 
check kiting operations, the checks upon which the depositor 
was making claim were drawn by the bank officer without 
authorization and constituted a valid basis for a claim since they 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 1240. 
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were not in fact part of any particular check kiting scheme. 

In pointing out that the factual evidence clearly indicated 
the checks were part of a check kite and ruling that clearly 
the jury had been wrong in finding in favor of the depositor, 
the court rendered its judgment against the depositor and fur- 
ther, ruled that if on appeal the court’s judgment notwithstand- 
ing the verdict did not prevail, there should be a new trial of 
the facts. Falconi v. Federal Deposit Insurance Corporation, 
United States District Court, W.D. Pennsylvania, 153 F.Supp. 
867. The opinion of the court is as follows: 


WILLSON, D.J.—In this civil action tried to a jury, the verdict was 
for the plaintiff. Plaintiff sued to recover the sum of $19,265.70 with 
interest. The verdict was in the even sum of $21,000, on which judgment 
was entered. During the course of the trial, at the close of plaintiff's 
evidence, defendant moved for a directed verdict and again at the close 
of all the evidence. The decision on both motions was reserved. After 
judgment was entered, defendant then filed and has pending the usual 
motions for a new trial and for judgment n. o. v. 

Plaintiff is Domenick Falconi, a resident of Washington County in 
this district. The defendant Federal Deposit Insurance Corporation is 
organized and existing under an Act of Congress. 12 U.S.C.A. §§ 1811- 
1831. The First National Bank of Cecil, Pennsylvania had been a 
national bank organized and existing under the laws of the United 
States. On Monday, September 25, 1950, before the bank opened for 
business, John F. Wagner, for many years its executive vice-president 
and cashier, ended his life in front of the bank’s vault by shooting him- 
self. Following Wagner’s suicide, the directors of the bank met, deter- 
mined that the bank was insolvent, and called upon the Federal Deposit 
Insurance Corporation for aid. 

The Federal Deposit Insurance Corporation, in accordance with the 
purposes for which it was incorporated, entered into an agreement with 
the insolvent Cecil Bank and the First National Bank of McDonald, 
Pennsylvania, a nearby town, wherein the McDonald Bank assumed all 
of the deposit liabilities of the Cecil Bank and the Federal Deposit 
Insurance Corporation agreed to provide the McDonald Bank with the 
necessary funds to make it whole. The Federal Deposit Insurance Cor- 
poration made on initial advance to the McDonald Bank in the sum of 
$800,000; however, in the course of the liquidation of the affairs of the Ce- 
cil Bank, Federal Deposit Insurance Corporation was required to advance 
more than $1,700,000 to make good the Cecil Bank’s deposit liabilities. 
The defendant found the affairs of the Cecil Bank in a great state of 
confusion. Important papers were found in packing boxes and deposit 
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tickets and documents were found under desk blotters. Many irregular 
instruments were found on the premises, including checks drawn on 
other banks and signed with various names as purported drawers, but 
otherwise blank, and promissory notes purportedly signed by various 
makers but otherwise in blank. 

During the liquidation of the Cecil Bank, many customers submitted 
proof that they had made deposits which were not reflected on the 
books of the bank and these and the many other irregularities which 
were disclosed subsequent to the McDonald Bank taking over were traced 
to the activities of John F. Wagner. 

Plaintiff's claim is based upon a transaction involving two checks 
which plaintiff says Wagner used for the benefit of the bank on September 
19, 1950. These were checks signed in blank by plaintiff and left with 
Wagner. Both checks were drawn on the First National Bank, Canons- 
burg, Pennsylvania. One check was dated September 19, 1950. This 
was made to the order of Joe Minehart in the sum of $9,265.70. The 
other check was dated September 21, 1950, and made payable to the 
First National Bank of Cecil in the sum of $10,000. The issue in the 
case is simply whether the transaction involving these checks and three 
other checks mentioned by Wagner to the plaintiff in their conversation 
of September 19, are part and parcel of a conceded check kite; or whether, 
as contended by plaintiff, John F. Wagner, the executive officer of the 
bank, without authority from the plaintiff, drew these checks on plaintiff's 
account and for the benefit of the bank. 


Plaintiff was a farmer, residing in Canonsburg, a town some eight 
miles from Cecil. In addition to farming, plaintiff was a livestock dealer, 
real estate dealer and beer distributor. During the period discussed 
here, plaintiffs principal banking connection was with the Cecil Bank, 
in which he carried six or seven accounts aggregating in deposits some 
$60,000 to $70,000. Plaintiff also had an account in the First National 
Bank of Canonsburg, but this was a relatively small account with a 
balance of from $1,000 to $1,500. On many occasions, plaintiff left with 
Wagner at the Cecil Bank, checks drawn on plaintiff's account in the 
Canonsburg Bank, which checks were signed by the plaintiff but other- 
wise blank. Plaintiffs testimony was that the practice grew up 
because he was involved in cattle deals and other transactions which 
required use of bank credit at various times and that Wagner accom- 
modated him in that manner by creating credit at the Cecil Bank with 
the checks drawn on plaintiff's account at the Canonsburg Bank. Plain- 
tiff readily conceded that he filled in a great many of the check forms on 
the Cecil Bank by writing in his own name as payee, filling in the date 
and also writing in a name other than his own as the purported maker 
of the check. On many occasions he made out checks using names of 
relatives or other persons, without telling these people what he had 
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done. Among the names which the plaintiff wrote in as the purported 
makers of these checks were: Lentie Rosconi, A. P. Richere, P. T. Santissi, 
Pietro Quardiere, Pietro Rosconi and Rosconi Pietro. Twenty-nine of 
these so-called “manufactured” checks were admitted in evidence upon 
stipulation of plaintiff's counsel that in each instance the name of the 
purported maker of the check was actually written in by the plaintiff. 
Wagner also made similar checks, filling in a date and an amount 
and also writing in various names as the purported makers. 


The manner of the operation of the kite by plaintiff and Wagner 
was substantially as follows: Checks on the Canonsburg Bank were 
used at the Cecil Bank. To cover these checks when they had cleared 
through banking channels and had reached the Canonsburg Bank, 
checks on the Cecil Bank were deposited at the Canonsburg Bank. The 
Cecil Bank’s correspondent in Pittsburgh was the Farmers National Bank, 
to which the Cecil Bank remitted regularly. It took about five days 
for the checks to clear and reach the Canonsburg Bank. The Canonsburg 
Bank cleared through the Union National Bank at Pittsburgh. The latter 
bank in turn sent checks it received from the Canonsburg Bank to the 
Pittsburgh Branch of the Federal Reserve Bank, which in turn sent 
checks drawn on the Cecil Bank which had been deposited at the Canons- 
burg Bank, to the Cecil Bank in its regular remittance letters for pay- 
ment. Usually, before the day a check was calculated to reach the 
Canonsburg Bank, plaintiff or Wagner would deposit in the Canonsburg 
Bank a manufactured check drawn on the Cecil Bank. Again it would 
take a few days for this covering check to reach the Cecil Bank on which 
it was drawn, but when it did reach the Cecil Bank, Wagner would cover 
it with another of plaintiff's signed checks drawn on the Canonsburg 
Bank. Plaintiff testified that checks cleared in a volume of over $100,000 
in some seven or eight weeks in the described method. He testified that 
the withdrawals from his Canonsburg account were in approximately 
the same amounts as were the checks, the body of which were filled in 
by Wagner, although the checks themselves were actually signed by him. 
What has been said here is a brief summary of the evidence in the case 
as to the kiting transactions prior to September 19, 1950. As to the kite 
prior to that date, there was simply no dispute between plaintiff and the 
defendant. 


In the early stages of this litigation, the defendant sought summary 
judgment in its favor, based on plaintiff's testimony taken on deposition, 
showing the same check kite which plaintiff acknowledged that he par- 
ticipated in with Wagner. However, the motion was denied, because 
of plaintiffs factual allegation that the transaction involving the two 
checks at issue here took place after the kite had terminated and was 
separate and apart from the prior course of action. As mentioned, at the 
close of plaintiff's evidence and also at the close of all of the evidence, 
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decision was reserved on defendant's motion for a directed verdict. It 
is now my conviction that upon all of the evidence there was no jury 
issue, and decision having been reserved on the motions for a directed 
verdict, judgment n. o. v. must now be entered. It is my view that there are 
no controverted issues of fact in this case upon which reasonable men 
could differ. Nevertheless, the jury did find for the plaintiff. Under 
the circumstances, it is necessary that the court correct the error. 

It is my view that upon the facts and inferences to be drawn there- 
from, supported by the overwhelming weight of the evidence, the case 
is so strongly in favor of the defendant that the jury should not have 
reached a contrary conclusion. The underlying principle is familiar. 
Moore says, Vol. 5, page 2314: 


“, .. a verdict will normally be directed where both the facts 
and the inferences to be drawn therefrom, as supported by the 
overwhelming weight of the evidence, point so strongly in favor 
of one party or the other that the court feels reasonable men 
could not possibly come to a contrary conclusion.” 

He continues, page 2315: 

“In other words, where the evidence is such that without weigh- 
ing the credibility of the witnesses, there can be but one reasonable 
conclusion as to the verdict, the court should determine the 
proceedings by nonsuit, directed verdict or judgment n. o. v.” 


Federal law is applicable in this case, 12 U.S.C.A. § 1819, Fourth, 
which provides that “. . . All suits of a civil nature . . . to which the 
Corporation shall be a party shall be deemed to arise under the laws 
of the United States: .. .” 

Consideration has been given to the familiar and cardinal rules in 
determining whether judgment n. o. v. should be entered. The rule 
is well established that a motion for judgment n. o. v. presents only a 
question of law as to whether, when all the evidence is considered 
together with all reasonable inferences in favor of plaintiff, there is a 
total failure or lack of evidence to prove any necessary element of plain- 
tiffs case. Willits v. Yellow Cab Co., 7 Cir., 214 F.2d 612, at page 615. 

On review of the evidence in this case it is my view that there is 
a complete absence of probative facts to support the jury verdict. There- 
fore, there was no room in this case for a jury to exercise its sole and 
exclusive function to evaluate the credibility of witnesses and from the 
entire evidence select that which it believed or which it relied upon. Gun- 
ning v. Cooley, 281 U.S. 90, 50 S.Ct. 231, 74 L.Ed. 720; Hobart v. O’Brien, 
1 Cir., 243 F.2d 735. 

We now reach a point in this discussion nme the factual issues 
are disputed, plaintiff contending, of course, that a jury issue was pre- 
sented and defendant contending to the contrary. 
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Defendant says that there are three questions involved in its motion. 
(1) Has the plaintiff established that Cecil Bank was unjustly 
enriched at the expense of the plaintiff? 

(2) Has the plaintiff established that he was dealing with the 
Cecil Bank in the matters here involved rather than with John F. 
Wagner individually? 

(8) Has the plaintiff established that John F. Wagner's unlawful 
acts in the matters here involved were within his real or apparent 
authority as an employee of the Cecil Bank? 


It is my view that all three questions must be answered in the negative. 
Viewed in the light most favorable to the plainiff, on the disputed issues 
the evidence shows that on September 19, 1950, plaintiff met Wagner 
in the back room of the Cecil Bank. Wagner gave plaintiff three checks 
drawn on the Cecil Bank (Plaintiffs Exhibits 8, 9, and 10) and told 
plaintiff to deposit two of the checks to plaintiff's account at the Canons- 
burg Bank on Friday and the other one on Monday and at that time 
Wagner also gave plaintiff $65.70 in cash. The three checks were all 
payable to the order of the plaintiff and consisted of (1) a check pur- 
portedly drawn by the P. & J. Coal Mining Company for $10,000 (Exhibit 
8)’ (2) a check purportedly drawn by Steve Spataro for $7,400 (Exhibit 
9); and (3) a check purportedly signed by John F. Wagner and drawn 
on his account for $1,800 (Exhibit 10). The checks with the cash of 
$65.70 aggregated $19,265.70. 

At this same conversation, Wagner told the plaintiff that he had 
used two of the signed blank checks which the plaintiff had previously 
left with him. Later, plaintiff learned that these two checks had been 
filled in by Wagner as follows: one to Joe Minehart in the sum of 
$9,265.70, which is Exhibit 1; and the other to the First National Bank 
in Cecil for $10,000, which is Exhibit 2; an aggregate of $19,265.70. 
The latter two checks are the subject matter of this suit. Plaintiff flatly 
says that these were unauthorized and for the benefit of the bank only 
and were made after any previous kiting had terminated and ended. The 
record shows that plaintiff did not owe the Cecil Bank any money on 
account of any of the previous kited checks on September 25, 1950, the 
day the bank closed. In fact, plaintiff had $69,070.40 credited to his 
various accounts in the Cecil Bank. The Federal Reserve Bank on 
Monday, September 25, 1950, in its regular course of business, credited 
the Cecil Bank with two items in an amount equal to the two checks, 
that is, one item in the amount of $9,265.70 and the other in the amount 
of $10,000. Thus the evidence is that the Cecil Bank got credit from 
‘the Federal Reserve Bank for the sum of $19,265.70 and that in return 
for his two checks used by Wagner, the plaintiff received in exchange 
the three checks drawn on the Cecil Bank in the sum of $10,000, $7,400 
and $1,800, aggregating $19,200, which were deposited by plaintiff at the 
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Canonsburg Bank in accordance with instructions from Wagner, the 
first two on September 22 and the third on September 25, and these 
checks being unpaid on their reaching the Cecil Bank because the bank 
was then closed, plaintiff had to make them good at the Canonsburg 
Bank. All the transaction amounted to, according to plaintiff's testimony, 
was simply that Wagner gave him three “phoney” checks in return for 
dipping into his account in the amount of $19,265.70, being the aggregate 
of the two checks, plaintiff's Exhibits 1 and 2. 

The liquidator for the Federal Deposit Insurance Corporation in 
charge of the Cecil Bank from the beginning and still in charge of its 
affairs, was J. C. Jacobsen. His testimony was that on two occasions 
prior to the trial, he had recommended to his superiors in Washington 
that plaintiff be paid his claim, based on the two checks in question. 
However, Jacobsen testified that as time passed, he was able to make 
a more careful investigation and came to the conclusion that the 
two checks in question simply were part of the check kite. 

Plaintiff introduced into evidence Exhibit A in defendant's original 
motion to dismiss, which is a tabulation of a number of checks negotiated 
at the Cecil Bank and charged to Falconi’s account at the Canonsburg 
Bank as against checks drawn on the Cecil Bank and deposited to 
Falconi’s account at the Canonsburg Bank. This shows that on Septem- 
ber 19, before the transaction in question, the kite was in balance. 
Plaintiffs own testimony was that the difference between the transaction 
mentioned and the previous transactions was that the transaction for 
which this suit was brought was for the benefit of the Cecil Bank and 
that the transactions prior to September 19 were for plaintiff's own benefit. 


Defendant admitted at the trial and concedes that the three checks, 
Exhibits 8, 9 and 10, were not paid when they reached the Cecil Bank 
and that plaintiff finally made these checks good at the Canonsburg Bank 
where he had previously received credit for them. Defendant, of course, 
contends that the three checks were “phoney” checks, as all the previous 
checks in the kite operated by the plaintiff and Wagner had been, and 
that Wagner's suicide effectively prevented him from covering them with 
other “phoney” checks, as he had been doing for many months previously. 


The evidence which has been reviewed and considered in a light 
most favorable to the plaintiff is not disputed by defendant. Defendant 
contends, however, that the evidence on the subject of the checks 
exonerates defendant rather than creates liability. A crucial point in 
the case, both at pretrial and during the trial, was the issue as to 
whether Wagner was acting for the benefit of the bank or for plaintiff. 
At pretrial, plaintiffs counsel indicated that the evidence would be 
that plaintiff went to the bank of Cecil on Thursday and that John F. 
Wagner, the cashier and executive vice-president of the bank, told him 
that he had used checks of the plaintiff for the benefit of the bank, that is, 
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“, . . he had used money from the account of the plaintiff to better the 
cash position of the bank... .” 


Plaintiffs counsel recognized that the foregoing was an essential part 
of the plaintiff's case. However, defendant's counsel points to the testi- 
mony of the plaintiff on the crucial point. Defendant says that plaintiff 
did not so testify. On this phase of the case, plaintiff's testimony on 
direct was as follows: 

Page 9: 

“Q. Did he (Wagner) tell you why he drew these two 
checks to your account? A. I no recall what he told me, Mr. 
Zeman. I no recall what he told me. All he told me he use my 
two checks and these two checks they pay. . . .” 

Page 10: 

“Q. Did you make or authorize John Wagner to draw a 
check on your account to the First National Bank in Cecil for 
$10,000? A. No, I never ask him. He no ask me... .” 

Page 12: 

“Q. When John Wagner wrote these two checks without any 
authority from you and gave you these other checks did you 
object or what did you say to him? A. I said nothing. 


“Q. Why didn’t you? A. Well, he wrote them. Even if 
I wanted to say anything, it was too late. . . .” 
Page 14: 

“Q. Did John F. Wagner owe you $1,800 at that time? A. 
No. He owe me on account the check he wrote on my account.” 


Again, plaintiff's contention is that Wagner acted without his know- 
ledge or authority in drawing the Joe Minehart check, dated September 
19, 1950, in the sum of $9,265.70, Exhibit 1, and the check to the Cecil 
Bank, dated September 21, 1950, in the even amount of $10,000. Plaintiff 
contends that by that date the check kite was over’ that these 
two checks were separate, distinct and apart from any previous check 
kite. However, the various bank records simply overwhelm plaintiff's 
oral testimony on that subject. It appears that as soon as the liquidator 
found the time, a painstaking investigation was made of Pittsburgh and 
Federal Reserve Bank records and the records of the Canonsburg Bank, 
in addition to what was discovered at the Cecil Bank. Many of the 
bank records were on microfilm. The films were run through a viewer 
and the checks in the Domenick Falconi transactions: were marked. 
Photographs were then made of the particular films showing the Falconi 
checks and also the incoming cash letters and outgoing remittance letters 
from corresponding banks. F.B.I. records and information were used 
in sifting the items. There was no ledger sheet for the plaintiff at the 
First National Bank in Cecil. There was a ledger sheet for plaintiff, 
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however, at the Canonsburg Bank. Various bank records mentioned by 
Mr. Jacobsen in his testimony conclusively show that the $10,000 check, 
Exhibit 1, was issued to pay for a $10,000 unrecorded cashier’s check 
given by Wagner on the Cecil Bank to Angelo Falconi, nephew of the 
plaintiff. Again, it is to be noticed that plaintiff conceded that he used 
many names, relatives and even strangers, as the makers and as payees 
of various kited checks. The testimony of Mr. Jacobsen as to the $10,000 
check is as follows: 
(T. page 141) 

“Q. In connection with your investigation, did you account 
for the $10,000 check from Domenick Falconi to the First National 
Bank in Cecil dated September 21, 1950, and here in suit? A. 

I did. 

“Q. How do you account for that check? A. On September 13, 
1950, John F. Wagner issued an unrecorded cashier’s check on 
Angelo Falconi nephew of Domenick Falconi, for $10,000. It 
bears Number 2234. This check was cleared through the Union 
Title Trust Guaranty Company, and was paid by the First 
National Bank in Cecil. On the date the cashier’s check was paid 
by the Cecil Bank, Cesare Falconi gave his check for $10,000 
drawn on the Citizens Trust Company of Canonsburg payable to 
Falconi Brothers. In order to make Cesare Falconi’s check of 
$10,000 good when it arrived at the Citizens Bank at Canonsburg, 
Philip Falconi’s check, son of Domenick Falconi, was issued in 
the amount of $10,000 and drawn on the Cecil Bank, deposited to 
Cesare’s account at the Citizens Bank, Citizens Trust Company 
of Canonsburg. When Phillip Falconi’s check for $10,000 reached 
the Cecil Bank, Domenick Falconi gave his check for $10,000 to 
the Cecil Bank drawn on the First National Bank at Canonsburg. 
When Domenick Falconi’s check arrived at Canonsburg, in order 
to make a deposit in such amount to cover it, he deposited a 
check John Wagner gave him from the P. & J. Coal Company in the 
amount of $10,000. 

“Therefore the tracing is that the $10,000 check involved in 
this suit traces back to pay for the $10,000 cashier's check issued 
to Domenick Falconi. (Witness obviously meant Angelo Falconi 
as the recipient of the cashier's check.) It must be borne in 
mind this is an unrecorded cashier’s check; there did not have 
to be put any money in the bank at the time it was issued, but 
there had to be something put in the bank to offset it when the 
bank paid it. In other words, when they issued their draft to 
pay for that $10,000 represented in the draft, it had to be offset 
by a $10,000 credit to the bank. 

“Q. Then in the light of that tracing, was the Cecil Bank 
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enriched by $10,000 when Domenick Falconi made good the 
P. & J. Coal Mining check which is connected with this suit? A. 
No, merely paid for the cashier’s check originally issued.” 
Also, the witness Jacobsen testified in connection with the $7,400 and 
$1,800 checks here in suit, as follows: 
(T. page 143) 

“Q. Now in connection with your investigation, did you 
account for the check from Steve Spataro to Domenick Falconi for 
$7,400 and here in suit, and the check from John F. Wagner to 
Domenick Falconi for $1,800 that’s here in suit? A. I did. 

“Q. Will you please account for those checks? A. On Sep- 
tember 15, 1950, Domenick Falconi gave his check to Falconi 
Brothers, which is Audit Exhibit B75 drawn on the First National 
Bank at Canonsburg, in the amount of $6,464.50. When the 
check arrived at Canonsburg, in order to have sufficient funds in 
the bank to cover this check, Domenick Falconi on September 
19, 1950, Domenick Falconi deposited a check of Lentre Rosconi 
for $4,700, which check was included together with other items 
in a deposit of $6,482.59. The Rosconi check was drawn to the 
First National Bank in Cecil and was a forgery. 


“By the Court: 

“Q. What do you mean when you say ‘forgery’ there? A. 
It wasn't signed by Rosconi. " 

(T. continued page 144) 

“Q. Was there an account there in that man’s name, the 
maker’s name? A. Not that we could find. 

“Q. Not an account in the maker's name that was used? A. 
No. 
“(Colloquy by Court and Counsel)” 

(T. continued page 147) 

“Q. All right, Mr. Jacobsen, continue. A. Where did I 
leave off? On September 19, 1950, to cover the check of Lentre 
Rosconi of $4,700, when it arrived at the Cecil Bank in the 
Federal Reserve cash letter of September 20, 1950, Domenick 
Falconi gave the First National Bank in Cecil his check dated 
September 19, 1950 for $9,265.70, which the Cecil Bank included 
in their remittance letter on September 20, 1950. This check of 
Domenick Falconi’s was drawn on the First National Bank in 
Canonsburg, was payable to Joe Minehart, and was credited to 

_Domenick’s account. Therefore, the $9,265.70 check was used 
to cover the $4,700 Lentre Rosconi check. What Mr. Falconi 
received for the difference between $4,700 and $9,265.70, there is 
no record of. 
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“On September 22, 1950, when the Domenick Falconi check for 
$9,265.70 arrived at the First National Bank in Canonsburg, there 
were not enough funds to cover, therefore Domenick Falconi 
made a deposit of $9,279.43 to cover this check. The deposit 
totalling $9,279.43 consisted of $65 currency, an item of $14.48, 
an item of $1,800 and an item of $7,400. The last two items 
are the checks drawn on the First National Bank at Cecil as 
follows: one, $1,800 check dated September 20, 1950 drawn by 
John F. Wagner, and is part of this suit; 2, the $7,400 check dated 
9-21-50 was drawn by the P. & J. Coal Mining Company payable 
to Domenick Falconi and is a part of this suit. 


From this, we traced the two checks, the $1,800 check and 
the $7,400 check back, and it was used in part to take up the $4,700 
Lentre Rosconi check. Mr. Falconi admits it was for his benefit. 


“Q. Now in your opinion then, and from your investigation, 
is it your opinion that the Cecil Bank or the F.D.I.C. was unjustly 
enriched as a result of Mr. Falconi’s paying these two checks at the 
Canonsburg Bank? A. No. 

“Q. And in your opinion was Mr. Falconi unjustly deprived 
of the money with which he paid for these two checks? A. No. 


.“Q. Why not? A. Because you trace them right back to 
that $4,700 check. Now as I stated before, I don’t know what the 
difference is between the $4,700 and the check that was given; 
that I can’t explain, but $4,700 of it definitely is.” 


From what has been said, the query is: Was there an issue of fact 
for the jury to resolve? This court concludes that there was not. 
Defendant’s evidence makes it crystal clear that the checks sued on 
were part and parcel of the kite, plaintiff's protestations to the contrary 
notwithstanding. Jacobsen’s conclusions are backed by the hard and 
carefully sifted and examined impartial records of the banks through 
which the subject checks circulated. Those records show a continuous 
check kite until the suicide of Wagner. Kiting checks is an illegal trans- 
action in violation of the banking laws. 18 U.S.C.A. § 656. See United 
States v. Matsinger, 3 Cir., 191 F.2d 1014. 


Returning to the defendant's first proposition, Has the plaintiff estab- 
lished that Cecil Bank was unjustly enriched at the expense of the 
plaintiff? The overwhelming evidence requires that the answer be in 
the negative. Wagner provided plaintiff with a false credit. When 
plaintiff was required to make good the three checks at the Canonsburg 
Bank after Wagner's suicide, he was simply paying for the credit illegally 
extended to him by Wagner. It is true that plaintiff offered Angelo 
Falconi, his nephew, to testify that in exchange for the $10,000 cashier’s 
check, he gave Wagner $10,000 in cash. As with plaintiff's oral testimony, 
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this testimony of Angelo Falconi simply cannot stand in the face of the 
documentary proof. His statement with regard to the cashier’s check 
is simply imaginary or else perjurious. 

For instance, plaintiff's main contention is that the check of September 
21, 1950 in the sum of $10,000 signed by him, on which the Cecil Bank 
was payee and which Wagner put through, and for which the Cecil 
Bank was given credit by the Federal Reserve Bank, was unauthorized 
dipping into his account by his friend Wagner for the benefit of the 
bank. The documentary proof, however, is inconsistent and to the 
contrary. It must be emphasized that plaintiff used many names in the 
check kite transactions. The checks which floated between the two banks 
after the cashier’s check of September 13, 1950 was given to Angelo 
Falconi, were purportedly signed, the first by Cesare Falconi and the 
second by Phillip Falconi. The check mentioned by Wagner at the 
September 19 conference, dated September 21, 1950, reimbursed the 
Cecil Bank for Angelo’s cashier's check. Both Wagner and Falconi 
knew this was a “phoney” check and to make it good at the Canonsburg 
Bank on which it was drawn, Wagner instructed plaintiff to deposit the 
P. & J. Coal Mining Company check in the sum of $10,000. Thus, when 
plaintiff walked out of the Cecil Bank on September 19, 1950 with the 
three checks, Exhibits 8, 9 and 10, given to him by Wagner for deposit 
at the Canonsburg Bank, he was still carrying out a check kite. The 
P. & J. Coal Mining Company check in the sum of $10,000 was in fact 
deposited by plaintiff at the Canonsburg Bank on September 25, 1950, 
the other two having been deposited on September 22, in accordance 
with Wagner's instructions to plaintiff. Thus, the final step and the 
end of the kite occurred on September 25 at the Canonsburg Bank. 
Plaintiffs and Angelo Falconi’s unsupported assertions cannot prevail 
over the documentary proof. See Sachs v. Ohio Nat. Life Ins. Co., 7 
Cir., 148 F.2d 128, at page 131, 158 A.L.R. 688. 


To discuss Angelo Falconi’s testimony further, if he had given Wagner 
$10,000 in cash, then there was no need whatsoever for the remaining 
$10,000 checks shown by the uncontradicted records which were kept 
in due course by various banks. It is most significant that three names 
of plaintiff's family were used, that is, Angelo, Cesare and Phillip Falconi, 
in the several floats which were put out to cover the cashier’s check. 
Again, if Wagner had received $10,000 in cash, then plaintiff knew he 
was embezzling the money and in that event he was particeps criminis 
to the embezzlement and cannot use the cashier’s check as the basis for 
recovery against the defendant. 

Plaintiff having engaged in a criminal venture with Wagner, he is 
entitled to no relief in this court. The general proposition is that the 
courts leave ill-doers where they find them. As early as 1818, in the 
case of Seidenbender v. Charles, 4 Serg. & R., Pa., 151, Chief Justice 
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Tilghman of Pennsylvania said: 

“. .. I consider it a perfectly settled proposition that an action 
cannot be sustained, founded on a transaction prohibited by 
Statute, although it be not expressly declared that the contract 
is void.” 

And, in McMullen v. Hoffman, 174 U.S. 639, at page 654, 19 S.Ct. 839, 
page 845, 43 L.Ed 1117, the court said: 


“The authorities from the earliest time to the present unani- 
mously hold that no court will lend its assistance in any way 
towards carrying out the terms of an illegal contract. In case 
any action is brought in which it is necessary to prove the illegal 
contract in order to maintain the action, courts will not enforce 
it, nor will they enforce any alleged rights directly springing from 
such contract. In cases of this kind the maxim is, ‘Potior est 
conditio defendentis,’” 

The law is settled that neither an illegal contract nor any other trans- 
action arising from illegality can be the basis of a successful cause of 
action. The law turns a deaf ear to a litigant founding his claim for 
relief upon an act which the law has condemned as being unlawful. 
Numerous cases can be cited in support of the foregoing proposition. 
See Speise v. McCoy, 6 Watts & S., Pa., 485; Dippel v. Brunozzi, 365 
Pa. 264, 74 A.2d 112; McMullen v. Hoffman, supra; Keystone Driller 
Co. v. General Excavator Co., 290 U.S. 240, 54 S.Ct. 146, 78 L.Ed. 298; 
Warner Bros. Theaters v. Cooper Foundation, 10 Cir., 189 F.2d 825; and 
Restatement of the Law, Restitution, Chap. 8, Sec. 140. 

As to defendant’s second and third questions mentioned heretofore, 
it is apparent that no further discussion is needed. Wagner was a 
conceded embezzler. He was engaged in unlawful acts. With Wagner, 
plaintiff had kited hundreds of checks. Plaintiff must be held to have 
dealt with John F. Wagner individually, and the record is bare of any 
evidence that Wagner's unlawful acts in the matters here involved were 
within his real or apparent authority as an employee or officer of the 
Cecil Bank. Federal Deposit Ins. Corp. v. Pendleton, D.C. 29 F.Supp. 
779. 

Motion for a New Trial 

Consideration should be given to the motion for a new trial in 
the event that judgment n. o. v. does not prevail. It is my view as trial 
judge, that the verdict is against the weight of the credible evidence 
and that a grave injustice has been done the defendant by the jury’s 
verdict. As mentioned heretofore, the testimony of Angelo Falconi 
as to the $10,000 in cash is against the overwhelming weight of the 
evidence. 
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Another point is appropriate to mention in the event of a new trial. 
The pretrial conference was held on January 29, 1957. At that time 
the decision of the Court of Appeals of this circuit, Masters v. Commis- 
sioner, had not been decided. See 243 F.2d 335. George R. Craig, 
Esq., representing defendant, mentioned plaintiffs pleas of nolle con- 
tendere and sentence on two indictments, Nos. 18753 and 13754, in 
this court. The one charged Falconi with violation of 18 U.S.C. § 1341, 
using the mails in the execution of a scheme to defraud, and the other 
charged Falconi with misapplying moneys, funds and credits of a 
national bank, 18 U.S.C. § 656. Both indictments, the second one 
especially, relate to the check kite engaged in by plaintiff with Wagner 
at this same bank. When Mr. Craig suggested that convictions might 
be used in the trial of the case for the purpose of affecting plaintiff's 
credibility in the event he testified, Mr. Zeman and the court indicated 
that such proof was inadmissible because the plea was nolle contendere. 
This was error in the light of the Masters case and of itself is no doubt 
sufficient to require a new trial. 


One further comment suggests itself as appropriate. How did it 
happen that the jury failed to accept what has been characterized in 
this discussion as crystal clear evidence? No doubt one reason was 
the fact that the evidence as to the check kite which was introduced 
by the defendant was most complicated and difficult for a jury to follow 
and understand. In reading the trial record one is struck by the fact 
that plaintiff and Wagner were most adept at covering one “phoney” 
check with another. Such evidence is hard to make clear to the lay 
mind. Most likely, also, the fact that Mr. Jacobsen had twice recom- 
mended payment to plaintiff had a strong influence on the jury’s finding 
for plaintiff. Plaintiff's counsel is a most persuasive trial lawyer and he 
made the most of the two recommendations. Nevertheless, the trial 
record requires a new trial in the event that the judgment n. o. v. 
does not prevail. 





ARTICLE ON SURETIES AND FINANCING 
ASSIGNEES OF CONTRACTORS 


The Robert Morris Associates Bulletin, March 1957 issue, 
contains a brief article of interest on the subject of the priorities 
between sureties on performance bonds and the financing assign- 
ees of contractors. 
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Assignee Bank Not Liable to Trustee in Bankruptcy 


An unusually well written decision has been handed down 
by the Court of Appeals in the Ninth Circuit. It concerns the 
rights of the trustee in bankruptcy of an assignor of a contract 
against the assignee of the contract. The Evans Construction 
Co. assigned its right to the proceeds of a contract with the 
State of California to the Bank of America. No notice of the 
assignment was filed with the county recorder although actual 
notice of it was given to the State. The bank made loans to 
the company under the assignment and from time to time 
received payments from the State. All payments to the bank 
were completed prior to four months before the company 
became bankrupt, but at the time of the assignment to the 
bank the company had certain creditors who remained creditors 
at the time the petition in bankruptcy of the company was filed. 


The trustee in bankruptcy claimed that since the bank as 
assignee had failed to record the assignment as required by 
the state statute, the assignment was invalid and constituted a 
constructive fraud as to some of the company’s creditors. The 
primary issue which had to be settled by the court was whether 
or not the rights assigned to the bank constituted an “account” 
within the meaning of Section 3017 of the California Statutes 
because if they did, then recording of the assignment would 
have been required. The solution to this issue depended upon 
whether or not the court found the assignment was of rights 
under an unperformed contract, which in the regular course 
of business would result in “an open book account”. 


The Court ruled that this was not an open book account, 
that it did not constitute such under ruling case law and that 
neither party intended it as such. Consequently, this assign- 
ment did not come within the statute and no filing was re- 
quired, which meant that the trustee in bankruptcy could not 
recover from the bank on grounds that there had been an illegal 
preference. Costello v. Bank of America National Trust and 
Savings Association, United States Court of Appeals, Ninth Cir- 
cuit, 246 F.2d 807. The opinion of the court is as follows: 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 98. 
33 
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BARNES, C.J.—Plaintiff, Trustee in Bankruptcy of the estate of 
William Jason Evans, appeals from a judgment of the United States 
District Court for the Northern District of California, Southern Division, 
disallowing his claim under Section 70, sub. e, of the Bankruptcy Act’ to 
recover the sum of $20,300.00, which represents the aggregate amount 
collected by the defendant, Bank of America, from the State of California 
as assignee of the bankrupt’s contract for the construction of a bridge. 
The bankrupt, doing business as Evans Construction Co., entered into 
said contract with the State on September 15, 1948. That same day 
the bankrupt executed an assignment to appellee of the right to money 
due or to become due under the contract, as security for financing the 
performance of the job. The bankrupt had previously assigned the 
same rights to Glens Falls Indemnity Company from which appellee 
obtained a subordination agreement. No notice of the assignment was 
filed with the county recorder. However, actual notice was given to 
the obligor, the State. Thereafter, appellee made a series of loans to 
the bankrupt. From time to time, as the work progressed, the State 
Controller drew and issued warrants payable to the order of appellee. 
None of these payments were made within four months prior to the 
filing of the voluntary petition in bankruptcy. In fact, the last payment 
is dated April 7, 1949, whereas the petition was not filed until February 
27, 1950. But at the time of the assignment, the bankrupt did have 
certain creditors who remained such when the petition was filed. The 
Trustee claims that the failure to record the assignment in accordance 
with the then existing provisions of Section 3017 et seq., of the California 
Civil Code renders the assignment invalid and a constructive fraud as 
to at least some of the bankrupt-assignor’s creditors, and therefore entitles 
the Trustee to recover all moneys paid pursuant to the invalid assignment. 

The main issues tendered by this appeal are (1) whether the right 
assigned appellee constituted an “account” within the meaning of Section 
8017, and, if so, (2) whether the trustee in bankruptcy can rely on the 
failure to record the assignment as a basis for recovering the payments 
made thereunder. 

Appellant contends that this transaction entailed the assignment of 
an “account”; that the assignment, in the admitted absence of recorda- 
tion, is invalid’ and hence, he has a supportable claim to all moneys 
collected under it. Appellee argues that the State’s indebtedness was 
not evidenced by an “account”. And further, even assuming recordation 
was required, collection by the assignee eliminates or renders insigni- 
ficant non-compliance with the Code requirements. 


111 U.S.C.A. § 110, sub. e. The provision reads le “A transfer made or suffered 
or obligation incurred by a debtor adjudged a b pt under this Act which, under 
any Federal or State law applicable thereto, is fraudulent as against or voidable for 
any other reason by any creditor of the debtor, having a claim provable under this 
Act, shall be null and void as against the trustee of such debtor.” 
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The court below accepted and adopted all of appellant's contentions 
except the ultimate one. It held that this was an assignment of an 
“account” and necessitated the filing of notice. It held the omission to 
comply with the statute rendered the assignment invalid. But despite 
this infirmity in the assignment, the court held the assignee could 
retain payments made to it more than four months prior to the filing 
of the petition in bankruptcy. When any portion of the account is col- 
lected, reasoned the District Court, the account is pro tanto extinguished 
and the statute cannot apply if there is nothing left upon which it can 
operate. A contrary conclusion upon that identical point was reached 
by another able district judge in this Circuit in Menick v. Carson, D.C., 
96 F.Supp. 817. 


To understand fully the questions presented herein and the applic- 
able law which controls their determination, it is necessary to review a 
bit of legislative history. The origin of the issues which confront us is 
the commercial practice of non-notification financing of accounts receiv- 
able, and the legislative endeavors to maintain that practice. Ironically, 
the instant cause does not involve the keystone of this business system, 
namely, non-notification to the account debtor. Nevertheless, the case 
at bar must be considered in the light of principles and enactments 
governing this practice. 

The financing of accounts receivable on a non-notification basis de- 
veloped and flourished in modern times in response to the ever present 
need for working capital. When this useful method of credit accommoda- 
tion is employed, the accounts are assigned as security for a loan or 
loans upon the mutual understanding between the assignor and the 
assignee that the account debtor will not be notified of the assignment. 
Usually the borrower himself is entrusted with the collection of the 
accounts assigned by him. Secrecy is based on various business con- 
siderations including the feared loss of good will, prestige and credit 
standing. But secrecy invariably entails certain risks. For example, 
in California and other jurisdictions following the minority or English 
rule of Dearle v. Hall,® one of the perennial dangers the assignee en- 
counters is the threat of double assignments. However, because double 
assignments are a rarity, this hazard was long regarded as negligible. 

That was the situation which prevailed in 1943 when the Supreme 
Court of the Unied States, decided Corn Exchange National Bank & 
2 For a fuller discussion of this security device, see Koessler, Assignment of Accounts 
Receivable, 33 Cal.L.Rev. 40 (1945). 

33 Russ. 1, 48, 38 Eng.Rep. 475 (1828). The rule is that, as between successive 
good faith assignees for value of a chose in action, the first to notify the obligor 
prevails. California cases approving that rule include Wilson v. Heslep, 4 Cal. 300; 
Graham Paper Co. v. Pembroke, 124 Cal. 117, 56 P. 627, 44 L.R.A. 632; Smitton v. 
McCullough, 182 Cal. 580, 189 P. 686; City of Los Angeles v. Knapp, 7 Cal.2d 168, 


60 P.2d 127. A list of other states adhering to this rule is compiled by Koessler, 
supra, note 3, 33 Cal.L.Rev. at p. 64. 
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Trust Co. v. Klauder, $18 U.S. 434, 63 S.Ct. 679, 87 L.Ed 884, 144 A.L.R. 
1189. There Section 60, sub. a, of the Chandler Act, 11 U.S.C.A. § 96, 
sub. a, was construed to mean that a transfer of property was not per- 
fected as to the trustee in bankruptcy until such time when no creditor 
of or bona fide purchaser (a second assignee for value and without notice 
would qualify) from the debtor could thereafter have acquired any 
rights in the property transferred superior to those of the transferee. It 
should be noted that the mere possibility of acquisition of senior rights 
rendered the transfer voidable by the trustee.* 

The effect of the Klauder decision was to add another substantial 
risk to the business of non-notification financing. The assignee stood 
in constant danger of losing his security to a trustee in bankruptcy. 
This situation was viewed with grave concern. Remedial measures were 
proposed and adopted in order to preserve and strengthen this popular 
security device. The state statutes took different forms.5 California was 
one of three states which enacted a recording statute. This comprehen- 
sive chapter, 766 of the California Statutes of 1948, page 2542, adding 
sections 3017-3029 to the Civil Code, “was designed to facilitate non- 
notification financing of accounts receivable by substituting the filing 
requirements of section 3019 for the former requirement that each 
customer-debtor be notified of the assignment.” Durkin v. Durkin, 133 
Cal.App.2d 283, 284 P.2d 185, 192. 


The statutory scheme set forth a definition of an “account” (section 
8017); and in section 3019 provided that: 


“No assignment of an account shall be valid as against present 
or future creditors of the assignor without notice of such assign- 
ment or as against a subsequent purchaser or assignee of such ac- 
count without notice of such assignment, unless such assignment 
shall be (recorded).” 


Procedures were established for filing notice of the assignment with 
the county recorder. 


4 Section 60, sub. a, of the Bankruptcy Act was amended in 1950 to remove the 
threat that an assignment might be vulnerable to a claim by a trustee in bankruptcy 
as a preferential transfer merely because a subsequent assignee could attack it. 
64 Stat. 24, 11 U.S.C.A. §96, sub. a. The effect of the 1950 amendment is to 
restore assignments to their eee 60, sub. a, status in respect to a claim by a 
trustee in bankruptcy. See House — ? 1293, 8lst Cong., 2nd Session, 1950 U.S. 
Code Congressional Service Page 1985. Thus, but for legislation aimed at circum- 
venting the Klauder decision, the trustee here would have no ground for asserting 
a claim. Furthermore, it is solely on this remedial legislation that the trustee is 
gy g- Such a pardoxical eventuality was forecast in a Note, 25 So.Cal.L.Rev. 
21, 224 (1952). 

5 The three principal types of statutes enacted were validation, book-marking and 
recording statutes. A summary of state legislation in this area is contained in Koess- 
ler, supra, note 3, 33 Cal.L.Rev. at pp. 112-113. 


6 The other states were Ohio and Missouri. 
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We may take judicial notice that the Klauder decision furnished the 
impetus for this legislation.’ The substance of the statute clearly indi- 
cates an intention to avoid the consequences of that decision. However, 
the statute went further than Klauder required. In so doing, it brought 
vast changes in the law of assignments. It modified the rule of priority 
as between successive bona fide assignees for value. Mere record notice 
now gave the first assignee indefeasible rights. Moreover, recordation 
was made the exclusive means of perfecting the assignment.’ Actual 
notice to the obligor, which hitherto sufficed, was no longer enough. 
The statute also revised existing law as it related to creditors of the 
assignor. It placed such creditors in the same position vis-a-vis the 
first assignee as successor assignees in respect to priority of rights. This 
was more than Klauder compelled for it had long been the law in 
California that a non-notifying assignee was entitled to priority over 
creditors of the assignor.’ Thus, the 1943 statute required the assignee 
to file the assignment to perfect his rights as against both subsequent 
assignees and creditors of the assignor. That is the setting which 
we find. We deal now with the interpretation of that statute. 


We are faced initially by the question of the applicability of the 
statutory requirement of recordation to the instant factual context. Pre- 
cisely, it must be ascertained whether or not the State’s obligations 
were represented by an “account.” A negative resolution of that question 
could be dispositive of this appeal because the recording statute would 
thence not apply and under the law of California governing assign- 
ments in general,’° the assignee, as heretofore noted, had superior rights 
to any creditor and giving actual notice to the State perfected its 
rights as against subsequent assignees. 


An “account” was defined in the 1948 statute as follows: 


“(1) ‘Account’ means an open book account, mutual account, 
or account stated, due or to become due, carried in the regular 
course of business and not represented by a judgment, note, 
draft, acceptance, or other instrument for the payment of money; 
it includes rights under an unperformed contract for work, goods 


™M. M. Landy, Inc. v. Nicholas, 5 Cir., 221 F.2d 923, 928; H. S. Mann Corp. v. 
Moody, 144 Cal.App.2d 310, 301 P.2d 28; Durkin v. Durkin, supra. The history 
of the California statute is examined also in Koessler, supra, note 3; 17 So.Cal.L.Rev. 
808; and 38 Cal.L.Rev. 308. 

8 See Note, 41 Cal.L.Rev. 333, 335; Comment 17 So.Cal.L.Rev. 303 (1944). It 
cannot be doubted that where the statute is inapplicable, the general California rule 
still governs. See, e. g., 41 Cal.L.Rev. at 336. 

® Wheatley v. Strobe, 12 Cal. 92; Walling v. Miller & Co., 15 Cal. 38; Fenton v. 
Edwards, 126 Cal. 43, 58 P. 320, 46 L.R.A. 832; McIntyre v. Hauser, 131 Cal. 
11, 63 P. 69; Southern Cal. Elec. Co. v. McDonald, 178 Cal. 386, 173 P. 760; In 
re Bennett’s Estate, 13 Cal.2d 354, 90 P.2d 84, 126 A.L.R. 771. 


10See Notes 3 and 8, supra. 
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or services which in the regular course will result in an open book 
account.”"4 Cal.Civ.Code, § 3017. 


If the instant transaction falls within the above definition at all, 
the briefs of both parties agree that it does so under the italicized proviso. 
No assertion is made that the assignment was not of “rights under an 
unperformed contract for work, goods or services.” The only question 
is whether this indebtedness is such as “in the regular course will result 
in an open book account.” 

The term “open book account” is not defined in the statute. It is 
defined in 1 Ruling Case Law 207 as follows: 


“The expression ‘outstanding and open account’ has a well- 
defined and well-understood meaning. In legal and commercial 
transactions it is an unsettled debt arising from items of work 
and labor, goods sold and delivered, and other open transactions, 
not reduced to writing, and subject to future settlement and 
adjustment. It is usually disclosed by the account books of the 
owner of the demand, and does not include express contracts or 
obligaions which have been reduced in writing, such as bonds, 
bills of exchange, or promissory notes.” 


This definition is quoted with approval by the California cases not only 
in connection with the statute of limitations,’* but also in regard to rela- 
tive priorities of creditors under Civil Code Sections 3017-3019.'* It is 
also the teaching of these cases that a requisite of an open book account 
is that it be treated as such by the transacting parties.‘ Although 
addressing itself to facts different from those in the instant case, the 
District Court of Appeal in the Durkin opinion also reaffirmed the 
general rule that: “An express contract, which defines the duties and 
liabilities of the parties, whether it be oral or written, is not, as a rule, 
an open account.” 284 P.2d at page 190. The construction of the per- 
tinent Civil Code sections, made by an appellate court of California, is 
binding upon this Court. Moore v. Illinois Central Ry. Co., 312 U.S. 
630, 61 S.Ct. 754, 85 L.Ed. 1089; Skaug v. Sheehy, 9 Cir., 157 F.2d 714. 
Accordingly, we must apply that construction of the term “open book 
account” to these facts. 


The trial court found as a fact that the “bankrupt maintained a 
regular set of books, including account receivable ledger in which . . . 


11 The definition was substantially altered by amendment in 1953. The amended 
definition specifically excludes any debt arising under a contract for a public work 
of improvement. Accordingly the instant indebtedness would not constitute an 
acount under the present definition. An analysis of the 1953 amendment appears 
in a Comment in 27 So.Cal.L.Rev. 75-76 (1953). 

12 Parker v. Shell Oil Co., 29 Cal.2d 503, 175 P.2d 838. 

18 See California cases gathered in Durkin v. Durkin, supra, 284 P.2d at page 190. 

14 Durkin v. Durkin, supra. 
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were entered from time to time sums becoming due from the State of 
California for progress payments, and in which payments of such sums 
were also from time to time entered.” It concluded that the bankrupt’s 
accounts receivable ledger sheets “were the primary evidence of the 
current indebtedness of the State to the bankrupt.” The court con- 
strued the words “open book account” to mean “an indebtedness primar- 
ily evidenced or reflected by debit and credit entries in an account book.” 
It followed that the assigned account constituted an “account” under 
the trial court's test. 

We cannot agree with that determination. The record discloses no 
evidence that both the bankrupt and the State treated the accounts book 
as an “open book account.” Thus, the conclusion that the assigned ac- 
count was represented by an “open book account” in the sense of that 
phrase as it has been interpreted by the California courts, cannot stand. 
Therefore, we hold that there was no open book account to come within 
the statute, and no necessity to file notice of the assignment. 

There is yet another ground for our decision. Preliminarily, it should 
be observed that we are not impressed by appellant's argument that 
the assigned right comes within the exclusionary phrase of Civil Code, 
§ 3017, to-wit, an “account” should not be represented by “a judgment, 
note, draft, acceptance, or other instrument for the payment of money.” 
Properly construed under the sound doctrine of ejusdem generis, the 
general exception refers to legal instruments of the same character as 
those specifically enumerated.** A contract does not qualify. Nor do 
we find persuasive appellee’s assertion that the payments were not 
made under the assignment, but were received directly from the bankrupt. 
One payment, dated January 6, 1949, in the amount of $3,785.76, was 
made directly to appellee. The other six were deposited to the bank- 
rupt’s “special Account” at the Bank of America and then transferred 
by various means to the Bank. At all times, as the trial court found, 
the Bank had control of all payments made by the State. And the 
money it received was paid under the assigned contract. 

We are of the opinion that the failure to record the assignment, even 
if required, would not authorize the recovery by the trustee in bank- 
ruptcy of moneys paid thereunder more than four months prior to the 
filing of the petition. The primary purpose of the statute was to protect 
the assignee against a claim by the trustee while at the same time main- 
taining the practice of non-notification financing.1* Other objectives 
15 In re Richards, D.C., 108 F.Supp. 259, is cited for the converse proposition. The 
Richards decision has not been the recipient of favorable comment. See, e. g., M. M. 
Landy, Inc., v. Nicholas, 5 Cir., 221 F.2d 923, 41 Cal.L.Rev. 333 (1953). Its 
effect would be to exclude from the statute a great many transactions which would 
otherwise qualify for inclusion. We think it unreasonable fo ascribe to the California 
Legislature an an intention to pass a comprehensive statute and then delimit it severely 


by an indefinite exclusionary p b 
16H. S. Mann Corp. v. Moody, supra; Durkin v. Durkin, supra. 
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were secondary and incidental.1?7 It would be strange indeed if such a 
statute, enacted to benefit the assignee were to be used to deprive the 
assignee of rights it would have had if the statute had not been passed,”* 
or if there had been no assignment and the debt simply paid from the 
payments on the contract. 

There is nothing in the language of the statute or its legislative history 
which compels us to stretch the recording statute to encompass collected 
obligations as well as outstanding accounts. The statute is concerned 
expressly only with the assigned right or rights. It is silent in respect 
to the proceeds enuring under that right. Appellant urges that a refusal 
to extend the coverage of the statute to payments would afford assignees 
an easy means of avoiding the statutory filing requirement. While it is 
not at all certain that assignees would be willing, in order to avoid 
recording, to assume the risk that payments under the assignments will 
precede bankruptcy by more than four months, it does not appear to us 
to be a calamitous prospect to allow the assignee to retain the moneys 
paid to him well before the petition in bankruptcy is filed. We cannot 
look with favor upon the prospect of employing the statute in a manner 
contrary to its basic purpose and objective. 


Affirmed. 


17 Menick v. Carson, supra, states that the aim of the statute was to protect creditors 
against secret liens. Therefore, it read Civil Code Section in pari materia with 
Civil Code, §§ 2957 and 3440. The subsequent opinion in Smith v. Harris, 127 Cal. 
App.2d 311, 273 P.2d 835, casts doubt on this interpretation of the statute. Pro- 
tection against secret liens may be taken to have been one of the legislative purposes 
of this legislation, but it certainly was not the dominant and impelling one. 


18 As previously mentioned, the 1950 amendment to the Bankruptcy Act obviated the 
necessity for this legislation. And even under the Klauder decision, the appellee 
would prevail for it had given notice to the obligor. 


RESULTS OF SURVEY ON UNCLAIMED FUNDS 
AVAILABLE 


The Committee on State Legislation of the American Bankers 
Association has published a survey entitled Survey of State 
Statutes Relating to Disposition of Unclaimed Funds and Other 
Property Held by Banking Institutions. The survey consists of 
a summary of statutes requiring turnover to the State of un- 
claimed funds, a summary of statutes not requiring such turnover 
and an indication of jurisdictions having no unclaimed property 
statutes. 








Promise to Pay Overdraft Constitutes Contract 


Due to an error on the part of its bookkeeper a California 
bank paid 16 checks of a lumber company in an amount ex- 
ceeding $8,600 when the company had only $14.00 on deposit. 
When the bank learned of its mistake two of its officers talked 
with the president of the company who promised that funds 
to cover the overdrafts would be deposited by the end of the 
week. When no such deposit was made the bank officers 
again approached the company president and told him that 
unless some satisfactory arrangements were made the bank 
was going to bring action or “do something” immediately. The 
president, although acknowledging that the company was in- 
solvent, assured the bank officers that funds would be forth- 
coming either from the company or from him personally and 
that funds owing the company from the Rocky Mountain 
Manufacturing Company would be applied to pay the over- 
drafts. The bank officers learned a few days later that shortly 
after their conversation with the company president he had 
assigned to a third party the money due from the Rocky Mount- 
ain Manufacturing Company. 


The bank then brought suit against the lumber company 
and its president and the trial court found in the bank’s favor 
against both defendants. When the company president ap- 
pealed the appellate court ruled that he had contracted with the 
bank to become jointly liable with the lumber company and he 
had in fact promised to furnish the funds. In return for this 
promise there was an implied promise on the part of the bank 
to forbear bringing suit for the amount of the overdrafts. 
These two promises constitute a binding contract which the 
bank could enforce in a court of law. Anglo California Na- 
tional Bank of San Francisco v. Far West Lumber Company 
and Gooch, District Court of Appeal of California, 318 P.2d 
10. The opinion of the court is as follows: 


WARNE, J. pro tem.—This is an appea’ by defendant Phelphs E. 
Gooch from a judgment in favor of pla‘acid and against Gooch and 
Far West Lumber Company, a corporaticn. 





NOTE-For similar decisions see B. L. J. Digest (Fifth Edition) § 359. 
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Phelps E. Gooch was the president and manager of the Far West 
Lumber Company. The company maintained a bank account with 
the plaintiff at its branch bank in Redding. Due to an error on the 
part of its bookkeeper, the bank, during the period of May 14, 1953, to 
May 18, 1953, paid 16 checks of Far West Lumber Company in the 
amount of $3,609.50 when the company had only the sum of $14.26 on 
deposit. On May 18, 1953, when the error was brought to the attention 
of the bank officials, Mr. Gooch was notified of the overdrafts, and 
he informed the bank that funds would be available to cover them by 
the end of the week. He stated that a deposit would be made on May 
23, 1953. 

On May 25, 1953, Mr. Gooch went to the bank where the matter 
was again discussed with Mr. Thies, the manager of the plaintiff's branch 
bank at Redding, and with Mr. Sanderson, the assistant manager. 
At this meeting the two bank officials discussed with Mr. Gooch his 
failure to live up to his promise of the preceding week to have the 
funds by the end of that week, the unavailability of the expected money 
and the financial affairs of Far West Lumber Company as well as Mr. 
Gooch’s personal affairs. At this meeting the bank learned that Far 
West Lumber Company was insolvent. Mr. Thies testified that Mr. 
Gooch was asked about his personal affairs in order “. . . to determine 
whether he had sufficient funds to back up his statement that he would 
be willing to reimburse the bank for any loss that occurred after .. . 
Far West Lumber Company, had paid as much as they could on the 
draft.” 

At this meeting Mr. Gooch was told that unless some satisfactory 
arrangements were made with the bank, the bank was going to bring 
an action, or “do something” immediately. Mr. Thies testified that 
“... the arrangements he seemed to make with us was assure us the 
funds would be forthcoming either from Far West Lumber Company 
or through his earnings as a lumber man. He said that he could—he had 
a truck and he could drive that and that he would have earnings there 
that would be sufficient in a period of time to clear the overdraft. We 
therefore gave him the additional time to bring the funds in from the 
Rocky Mountain Manufacturing Company, monies that were due, or 
from Mr. Olcott’s contacts in the Bay area. Then he told us to contact 
him in a few days.” 


On May 28, 1953, Sanderson called on Gooch pursuant to the con- 
versation of May 25, 1953, and for the first time learned that Gooch 
had, during the period from May 26 to May 27, 1953, assigned to certain 
third parties, by an executed and recorded assignment, the money due 
Far West Lumber Company from the Rocky Mountain Manufacturing 
Company. The bank then brought this action. Thies testified that 
the bank would have previously taken action if it had known that the 
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Rocky Mountain Manufacturing funds were to be assigned to others. 
The trial court found that Gooch, on May 25, 1953, for a consideration 
promised to pay the bank the amount of the overdraft. 


Appellant admits that there is evidence in the record to sustain a 
finding that on May 25, 1953, he promised to assume the indebtedness 
of the Far West Lumber Company to the bank, although he believes 
it to be against the weight of the evidence of course, in viewing the 
evidence to sustain a judgment for the plaintiff, a reviewing court must 
view it in the light most favorable to the plaintiff. Rudolph v. Tubbs, 
46 Cal.2d 55, 291 P.2d 913. The appellant contends, however, that there 
is no evidence, either express or implied, of any promise being made by 
respondent to appellant in consideration of his promise to assume the 
indebtedness that the bank would forbear the bringing of suit. 

The mere forbearance to sue without agreement to forbear, or the 
mere act of forbearance if not given for the promise does not constitute a 
consideration (Schumann-Heink & Co. v. U.S. Nat. Bank, 108 Cal.App. 
223, 291 P. 684, 292 P. 547; Parrino v. Rallis, 116 Cal.App. 364, 2 P.2d 
515; Wilmans v. Weissman, 38 Cal.App.2d 693, 102 P.2d 382; Queen v. 
Queen, 44 Cal.App.2d 475, 112 P.2@d 755; 12 Cal.Jur.2d Contracts, sec. 
33; 74 A.L.R. 301; and reliance must be based upon the promise. Bard 
v. Kent, 19 Cal.2d 449, 122 P.2d 8, 139 A.L.R. 1032. The promise to 
forbear may, however, be implied as well as express. Wine Packing Corp. 
of Cal. v. Voss, 37 Cal.App.2d 528, 538, 100 P.2d 325; see also MacDonald 
v. Rosenfeld, 83 Cal.App.2d 221, 237, 188 P.2d 519; 74 A.L.R. 301. 


In the instant case the evidence most favorable to the respondent 
and the inferences to be drawn therefrom show that appellant contracted 
with the bank to become jointly liable with the defendant Far West 
Lumber Company, and that there was an implied promise on the part 
of the respondent to forbear the immediate filing of suit on the strength 
of appellant’s promise that funds would be coming forthwith, either 
from the defendant corporation or through his earnings as a lumber 
man, and especially that appellant was to bring in the money that was 
due the defendant corporation from Rocky Mountain Manufacturing 
Company. The evidence further shows that suit would have been 
brought prior to the date it was filed had not appellant promised to 
bring in these funds to help clear the overdraft. Applying the rules 
stated in the cases heretofore cited, the evidence justifies the findings 
and the judgment. Further, the act of forbearance was in itself evidence 
of an agreement to forbear. Greenfield v. Sudden Lumber Co., 18 Cal. 
App.2d 709, 64 P.2d 1007. Since this issue decides the case, we do 
not consider it necessary to discuss the other points presented in the 
briefs. 

The judgment is affirmed. 

VAN DYKE, P. J., and SCHOTTKY, J., concur. 
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Co-Maker Not Liable on Note Where Payee Made 
Forgery Possible 


A rather interesting forgery case has been decided in Ohio. 
The plaintiff loan company brought suit on a note that had 
been signed by James Russell and purportedly by his wife, 
Helen Russell, and by Frank Jacobs as co-maker. The loan 
company had permitted the husband to take the note out of 
its office in order to obtain the wife’s signature. Uncontradicted 
evidence revealed that the wife’s signature was a forgery, that 
Jacobs had signed the note contingent upon the wife's signing 
it later as principal and that Jacobs did not know that the wife's 
signature had been forged. 


The court ruled in favor of Jacobs when the loan company 
brought suit against him and the other makers of the note. It 
based its ruling on the ground that where one of two innocent 
parties must suffer because of the fraud of another, the one 
making the fraud possible must bear the loss. Here the loan 
company had made the forgery possible by permitting the 
husband to take the note out of the loan company’s office for the 
wife’s signature. Public Loan Corporation of Warren v. Jacobs, 
Court of Appeals of Ohio, 144 N.E.2d 505. The opinion of 
the court is as follows: 


PHILLIPS, P.J.—Plaintiff, a small loan Ohio finance corporation, ob- 
tained judgment for $950 in the Municipal Court of Youngstown against 
defendants, James B. Russell and his wife, Helen Russell, as makers and 
Frank Jacobs as a co-maker on a cognovit note for $950 dated August 
4, 1953. 

Plaintiff filed its judgment in the Lien Docket of Trumbull County, 
and on two occasions attached the wages of defendant Jacobs. 

Defendant Jacobs filed a motion to vacate this cognovit judgment and 
also an answer. Plaintiff then filed a motion directed against the motion 
to vacate the judgment and a demurrer directed against the answer of 
Frank Jacobs. 

After overruling plaintiffs demurrer to the answer of defendant 
Jacobs that court rendered judgment “upon the verdict and/or decision of 
the court in favor of defendants Frank Jacobs and Helen Russell and for 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 549. 
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plaintiff against defendant James Russell”. 

Plaintiff appealed to this court on questions of law from that judg- 
ment. 

By assignments of error plaintiff claims: 


“1. That the judgment of the court in rendering judgment for 
defendant Frank Jacobs is contrary to law. 

“2. That the judgment of the court in rendering judgment for 
the defendant Frank Jacobs is against the decided and manifest 
weight of the evidence. 

“3. That the judgment of the court in rendering judgment 
for the defendant Frank Jacobs is not sustained by any evidence. 

“4, For any other errors committed by the court which oc- 
curred during the trial of the case and as shown in the record and 
excepted to by the plaintiff.” 


By answer defendant Jacobs admitted the execution without considera- 
tion of the cognovit note as co-maker at the request of defendant, James 
B. Russell, principal maker; and states that the judgment obtained 
against him was by fraud and is therefore void. Defendant Jacobs 
further alleges in his answer that: 


“, . . That sometime prior to said judgment rendered in the 
Municipal Court of Youngstown, said defendant, at the request 
of the said plaintiff, Public Loan Corporation, and one James 
Russell, did execute a cognovit note as guarantor for said James 
Russell, on condition that and provided that said James Russell 
also obtained his wife’s, Helen Russell, signature on said cognovit 
note, as co-maker and guarantor; that said plaintiff corporation had 
consented to said agreement, and that said plaintiff corporation, 
after having obtained the signature of said defendant and said 
James Russell, gave said James Russell the cognovit note, which 
was executed by said defendant and James Russell, so that he, 
James Russell, may take the note with him to obtain his wife's 
signature thereon, contrary to Revised Code Secs. 1321.12 and 
1821.01 to 1321.19, inclusive, and that said James Russell returned 
said note with a signature purporting to be that of his wife, Helen 
Russell, and that the said defendant is now advised by said plain- 
tiff corporation, and Helen Russell that the purported signature of 
Helen Russell was not and is not her signature, and that signature 
is a forgery... .” 


The evidence discloses that after execution and delivery of the note 
defendant James Russell defaulted and absconded, at which latter time 
plaintiff contacted defendant Jacobs, who in turn contacted defendant, 
Helen Russell, who advised him that she had not signed the note; that 
defendant Jacobs advised plaintiffs manager what defendant, Helen 
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Russell, had told him, who stated that defendant Russell would have to 
prove that she had not signed the note. 

There is uncontradicted evidence that contrary to the provisions of 
Section 1321.12, Revised Code, after defendants Russell and Jacobs 
signed the note plaintiffs manager gave the note, chattel mortgage, and 
all other papers needing the signature of defendant, Helen Russell, to 
defendant, James Russell, for the purpose of securing the signature of 
defendant, Helen Russell; and that Helen Russell testified that she had 
not signed the note. 

Defendant, Helen Russell, testified as follows: 


“Q. Did you or did you not sign any paper with the Public 
Loan Corporation in Warren relative to a loan by your husband 
on your signature? A. No Sir. 

“Q. I am handing you what is known as Plaintiff's Exhibit 
No. 1 Mrs. Russell and I ask you to look at that and tell me and 
the court whether or not your signature is on that paper? Is that 
your signature? A. That is my name but I didn’t not write it. 

“Q. What is the name that is on there? A. Helen Russell 

“Q. It is not your signature? A. No, that is my name but 
I did not write it. 

“Court: He means did you write it? A. No. sir. 

“Q. Will you be kind enough to write your name as you or- 
dinarily write it? A. Yes sir. 

“Q. Do you havea daughter? A. Yes. 

“Q. Hew old is she? A. Fifteen now. 

“Q. Do you know whether that signature of Helen Russell on 
plaintiff's exhibit # 1 was written by your daughter or not? A. 
It looks like her handwriting. 

“Q. Did you ever tell the Public Loan Corporation that you 
had not signed that paper, plaintiffs Exhibit No. 1? A. Yes. 

“Q. When did you tell the Public Loan Corporation you had 
not signed it? A. If I am not mistaken it was in March. 

“Q. Of what year? A. 1955. 


“Q. Showing you the chattel mortgage purporting to be the 
mortgage on your furniture at the time Mr. Russell made the loan 
—now you say you don’t know a thing about that loan? A. No. 

“Q. Is this your signature? A. It looks like his handwriting. 

“Q. Is this your signature? A. No.” 


Plaintiff states that the question presented is “under the defense, as 
he sets forth, is the plaintiff entitled to recover against Frank Jacobs, who 
is a co-maker of the note”. 


Plaintiff argues that: 


eee aver er. 
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“The court below prejudicially erred in rendering judgment 
for the defendant Frank Jacobs under the testimony disclosed in 
the record. There is no question but that the defendant Frank 
Jacobs signed the note at the instance and request of James B. 
Russell as a co-maker and his liability is the same as the maker of 
the note. From his own testimony he did not know whether Helen 
Russell actually signed the note or if she did, whether it was a 
forgery as far as he was concerned. Public Loan Corporation did 
not know anything about it. They insisted that James B. Russell 
have a co-maker on the note before the loan was made. Frank 
Jacobs signed as a co-maker so that the defense set forth by Frank 
Jacobs in his answer is demurrable for the reason and on the 
grounds that the facts, statements and allegations contained in 
defendant's answer and as disclosed by the record do not constitute 
a defense as to the rights of the plaintiff.” 


Plaintiff supports that claim by citation of Sections 1301.26 and 
1301.31, Revised Code; and the cases of City Trust & Savings Bank v. 
Schwartz, 68 Ohio App. 80, 39 N.E.2d 548, and Richards v. Market Ex- 
change Bank Company, 81 Ohio St. 348, 90 N.E. 1000, 26 L.R.A.,N.S. 99. 


“One who signs a promissory note on the face thereof, and who 
in that way becomes a surety for the principal maker, is, by force 
of section 3178a, Revised Statutes, primarily liable for the payment 
of such note.” Richards v. Market Exchange Bank Company, 81 
Ohio St. 348, 90 N.E. 1000. 


Further plaintiff contends: 


“, . . that the defendant Frank Jacobs is liable on this note 
and it makes little or no difference as to who actually got the 
proceeds of the loan. Frank Jacobs’ rights, if any, are between 
the maker the defendant James B. Russell, but he has no defense 
as to the plaintiffs rights. 

“, . . We cannot see how a husband or daughter can forge a 
wife’s signature, as under the husband and wife statute, either 
one can act as principal or agent for the other. Secondly, forgery 
must be proved by clear, convincing and conclusive proof, which 
the defendant failed to do. However, it makes little or no differ- 
ence even if they had proven by that degree of proof, that is neces- 
sary to prove in a case of this nature, the plaintiff is in this case 
entitled to recover for the reason that the defendant Frank Jacobs 
is a co-maker. Third: Public Loan Corporation of Warren never 
knew anything about the signature being forged. They were no 
party to it. Mr. Jacobs extended the courtesy and accommodated 
Mr. James B. Russell at his instance and request. Public Loan Cor- 
poration of Warren would not have made this loan unless James 
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B. Russell secured a co-maker and he did secure Frank Jacobs, 
who knew what he was signing and for what purpose. Mrs. Russell 
never said anything to Public Loan Corporation of Warren that her 
signature was forged until Mr. Jacobs was attached and a judg- 
ment was taken.” 


Defendant Jacobs bottoms his defense here, as he did in the trial 
court, on the claim that he signed the cognovit note contingent upon 
defendant, Helen Russell, signing it after he signed it; and that had he 
known that the signature of defendant Helen Russell was a forgery he 
would not have signed such note as a co-maker; and “that the conditions 
in the contract are not complied with, and therefore Frank Jacobs should 
be absolved from any and all liability.” 

The financial statement upon which the loan was made was dated 
July 21, 1952, and the note and mortgage are dated August 4, 1953. 

While there is no evidence to support the conclusion that that note 
was a renewal of one or more prior loans made by plaintiff to defendant, 
James Russell, which conclusion we do not reach, yet the fact that the 
loan numbers on plaintiffs exhibits are not the same throws light on 
the contention of defendant Jacobs that he was defrauded. 

The testimony of defendant, Helen Russell, that she did not sign the 
note, and of defendant Jacobs that he signed it contingent upon de- 
fendant, Helen Russell, signing it after he did, and that he never knew 
her signature was a forgery is uncontradicted. 

Plaintiff furnished defendant Russell the means of, and opportunity 
to perpetrate a forgery when it could more easily have had defendant, 
Helen Russell, sign such note at its office. Under the provisions of 
Section 1321.12, Revised Code, plaintiff's office was the only place it was 
licensed to transact business of the nature involved in this appeal. 


“The principle that, where one of two innocent persons must 
suffer by the fraud of a third person, he who first trusted such third 
person and placed in his hands the means which enabled him to 
commit the wrong must bear the loss is applicable.” 38 Ohio Juris- 
prudence, Page 505, Section 109. 


This principle is applicable to the facts under consideration in the 
instant case. 

The trial judge did not err to plaintiff's prejudice in overruling plain- 
tiffs demurrer to the answer of defendant Jacobs, and we find no merit 
in plaintiff's argument that “a husband or daughter can not forge a wife’s 
signature, as under the husband and wife statute either one can act as 
principal or agent for the other”. 

In this case parol evidence is admissible to prove conditions precedent. 
The judgment of the municipal court of Youngstown is affirmed. 
NICHOLS and GRIFFITH, JJ., concur. 
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Trustee in Bankruptcy is Not Adverse Claimant 
of Bank Funds 


A bank has had to rely on a rather slim defense in a suit 
brought against it by a trustee in bankruptcy. The bank, acting 
as entruster under a floor plan agreement with a partnership, 
had accrued some $2,800 in the reserve provided for by the 
agreement when one of the partners died and the partnership 
was adjudicated bankrupt. The trustee in bankruptcy gave 
notice of the bankruptcy to the bank which nevertheless paid 
over the funds held in reserve to the surviving partner and the 
widow of the deceased partner. 

The bank sought to justify its action on the grounds that the 
trustee did not procure a restraining order or other appropriate 
process or execute a bond or affidavit as called for in the state 
statute which specifies such action before a bank need recog- 
nize an “adverse claimant” of a deposit standing on the bank’s 
books. 

The trial court ruled against the bank on the ground that 
the statute had no application to the stated facts. When the 
bank appealed, contending that the trustee's claim was an ad- 
verse claim and that the funds held in the reserve constituted 
a deposit, the appellate court affirmed the lower court decision 
by ruling that the trustee was not an adverse claimant within 
the meaning of the statute. Having made this decision, the 
court felt there was no need to decide whether or not the re- 
serve funds constituted a deposit under the statute. First Na- 
tional Bank of Arizona v. Butler, Supreme Court of Arizona, 
313 P.2d 421. The opinion of the court is as follows: 


UDALL, C.J.—The First National Bank of Arizona has appealed from 
a judgment entered against it in a suit brought by Charles E. Butler as 
trustee in bankruptcy and from an order denying appellant's motion 
for a new trial. The defendant-appellant will be referred to as the bank 
and the plaintiff-appellee as the trustee; the bankrupts will be referred 
to by their surnames. 

The matter is submitted upon an agreed statement approved by the 
trial judge. These are the admitted facts stated in chronological order: 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 144. 
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In the year 1949 George Kenneth Henderson and Paul Roberts were 
copartners doing business under the firm and style name of Henderson 
and Roberts. The partnership sold automobiles in Casa Grande, and to 
finance the “floor planning” thereof they entered into a written “Auto- 
mobile Dealer Agreement” with the above-named bank. Thereafter the 
partner Roberts died. The business was insolvent and the estate of 
Henderson and his wife Viola, individually, and Henderson as surviving 
partner of the partnership firm, were adjudicated bankrupts in the United 
States District Court for Arizona. Appellee Butler was duly appointed 
by the referee in bankruptcy as trustee of such bankrupts’ estate. 


The trustee gave and the bank admittedly received actual notice of 
this adjudication of bankruptcy and the appointment of appellee Butler 
as trustee thereof. 


At the time this notice was given all of the automobile contracts as- 
signed to the bank had been paid in full and the bank held the net sum 
of $2,845.41 in the “reserve” provided for in the dealers agreement. 
Thereafter the bank paid this entire sum to Henderson, the surviving 
partner, and Bertie Roberts, the surviving spouse of the deceased partner. 


The bank seeks to justify its action in disbursing these funds to the 
survivors of the partnership, in the face of its knowledge of the adjudica- 
tion of bankruptcy, on the grounds that the trustee did not procure a re- 
straining order, injunction or other appropriate process against it, nor 
execute a bond or affidavit, as provided for in section 51-535, A.C.A.1939, 
1952 Supp. (now section 6-269, A.R.S.). The pertinent part of this sec- 
tion reads as follows: 


“Notice to any bank, doing business in this state, of an adverse 
claim to a deposit standing on its books to the credit of any person 
shall not be effectual to cause said bank to recognize said adverse 
claimant unless said adverse claimant shall also either procure a 
restraining order, injunction or other appropriate process against 
said bank . . . or shall execute to said bank . . . a bond, indemnifying 
said bank from any and all liability, loss, damage, costs and ex- 
penses, for and on account of the payment of such adverse claim 
or the dishonor of the check or other order of the person to whose 
credit the deposit stands on the books of said bank... .” 


The trial court in rendering judgment against the bank agreed with 
the contention of the trustee that this statutory provision had no ap- 
plication to the admitted facts of this case. The bank’s sole assignment 
of error is that the trial court erred in entering such judgment and deny- 
ing its motion for a new trial because (1) the claim of the trustee in 
bankruptcy to a bank account in the name of the bankrupts is an “Ad- 
verse Claim” within the meaning of the quoted statute, and (2) the 
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account held by the bank under the “dealers reserve agreement” con- 
stitutes a “Deposit” within the meaning of this same section. 

We agree with the trustee’s contention that in order for the bank to 
set up the statute, supra, as a bar to the trustee’s recovery in the instant 
case, it must show both factors to exist, i. e., “adverse claimant” and a 
“bank deposit”; in other words the showing of one factor alone would 
not suffice. 

Can it be said, as a matter of law, that the trustee’s assertion of a 
right to the funds held by the bank is an “Adverse Claim” within the 
meaning of the statute? We think not. 

The Supreme Court of Alabama was confronted with a similar prob- 
lem that involved an incompetent depositor and his subsequently ap- 
pointed guardian. Its statute is practically identical with ours. The 
original opinion in this case, Perdue v. State Nat. Bank, 254 Ala. 80, 47 
So.2d 261, would sustain the bank’s contention in the instant suit; how- 
ever, on rehearing the court concluded its first decision was wrong. The 
purpose of the statute was discussed in these words: 


“The Act is designed to apply to a case where the deposit stands 
on the books of the bank to the credit of one or more persons 
and where adverse claim to the deposit is made by a stranger.” 47 
So.2d at page 264. (Emphasis supplied. ) 


The Alabama court then held that the guardian of a depositor was not 
a stranger or an “adverse claimant” to his ward’s deposit. 

Sec. 110 of 11 U.S.C.A. states that upon his appointment and qualifica- 
tion, the trustee of the estate of a bankrupt shall be vested by operation 
of law with the title of the bankrupt as of the date of the filing of the 
petition initiating a proceeding in bankruptcy. It was stated in the case 
of In re Scranton Knitting Mills, D.C., 21 F.Supp. 227, 228, that, “Per- 
sons dealing with an alleged bankrupt do so at their own risk, and this 
is as true of banks as of others.” See, also, In re Fuller, 2 Cir., 294 F. 71. 

Applying the above principles to the admitted facts of the instant 
case, it is our view that the trustee “stood in the shoes”, so to speak, of 
the bankrupts, so he could hardly be considered a “stranger” to the 
account. We hold that the trustee was not an “adverse claimant” within 
the meaning of section 51-535, supra; hence, we find that this statute is 
nowise controlling. 

Having reached this determinative conclusion, there appears to be no 
occasion for us to decide whether the funds held by the bank under the 
reserve agreement constitute a “deposit”. 

Judgment affirmed. 

WINDES, PHELPS, STRUCKMEYER and LA PRADE, JJ., concur- 


ing. 
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Some of the most troublesome and constantly recurring 
problems faced by the bank tax man arise in the field of fed- 
eral tax collections by lien and levy. In a way, all that goes 
before may be regarded as mere preliminary skirmishing; until 
the United States has collected its taxes, the necessary re- 
sources for national defense and domestic well-being are ob- 
viously lacking. or this reason, although most taxes are 
paid voluntarily, the Internal Revenue Code gives to the 
Government the broadest powers of investigation to verify 
tax returns, upon which information assessments are based, 
and powers of enforcement to collect assessments. Assess- 
ments have roughly the same force and effect as judgments 
in that they constitute liens against the property and rights 
to property of the taxpayer in the amount of the assessment 
and permit collection officers to seize and sell the property of 
the delinquent taxpayer by virtue of the assessment.* 


Banks may become involved in this collection process in 
three ways: (1) as a taxpayer, (2) as a stakeholder, as in the 
case of a bank account upon which a tax levy is made, (8) as 
a creditor, actual or potential, competing against the United 
States for the same assets of the same debtor, as in the case of 
the constructive seizure by the Government of property to 


1“The effect of the federal taxing statutes . . . is to create a statu'wcy attachment 
and garnishment... .” United States v. Eiland, 223 F.2d 118, 121 (4th Cir. 1955). Such 
&@ summary process has been approved by the Supreme Court as not violating the due 
process clause of the United States Constitution. Phillips v. Commissioner, 283 US. 589 
(1981). For a general discussion see Gilfeather, The Commissioner’s Collection Apparatus, 
12th N.Y.U. Inst. 975 (1954); Anderson, Federal Tax Liens: Their Nature and Priority, 
41 Calif.L.Rev. 241 (19538); Lambert, Collection of Internal Revenue Taxes, 4 Amer. U. 
Tax Inst., 407 (1952); Sarner, Correlation of Priority and Lien Rights in Collection of 
F Tazes, 95 U. of Pa. L. Rev. 739 (1947). 
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which the bank looks as security for a loan. 


Problems arising under the first of these categories will 
not be fully discussed herein, for the fairly obvious reason that 
any bank which is so hard pressed financially that it is unable 
to pay its own federal tax liabilities will have long since been 
taken over by the appropriate authority. The bank as stake- 
holder will be the subject of the first article in this series; 
the bank as competing creditor will be the subject of the second 
installment. 


The Government's Tax Collection Apparatus 


At the outset a brief description of the tax collector’s arsenal 
of revenue-reaching devices seems in order. Chief of these 
weapons is the federal tax lien provided in favor of the United 
States upon all property and rights to property, whether real 
or personal, belonging to any delinquent taxpayer.’ 


The Government’s tax lien, like the village chestnut tree, 
is broad and spreading. But unlike the tree which stands for 
all to see, it is a secret lien valid except as to the specified classes 
of persons who are protected unless notice of the lien is filed by 
the Government.® 

The lien arises at the time the assessment is made and 
continues until the liability for the amount so assessed is satis- 
fied or the six-year Statute of Limitations expires.‘ 


It specifically applies to property not owned at the time 
the lien arose which is thereafter acquired by the taxpayer. 
Whether there is “property or rights to property” to which 
the federal tax lien may attach at all is a matter of state law, 
but the classification of such claims against this property and the 


21.R.C. Section 6321. See generally Mosner, The Nature and Scope of Federal Taz 
Liens, Etc., 17 Maryland L. Rev. 1 (1957). The federal tax lien provided for estate 
and gift taxes is largely similar except that this lien arises without assessment at the 
moment of the death of the decedent or the date of the gift. By the express terms of 
LR.C. Section 6324 this lien exists for a period of ten years from the date of death or 
date of gift. See generally, Bowen, Tax Liens: Their Extent and Priority, 18th N.Y.U. 
Inst. 1093, 1116 (1955). 

3 Under I.R.C. Section 6323 these are limited to mortgages, pledgees, purchasers and 
erent creditors. The subject of protected creditors is discussed in Part II of this 
article. 

4I.R.C. Section 6322. Even the six-year statute may be extended if the assessment is 
reduced to a judgment, which ordinarily has a life of 20 years and may be renewed. 
See Mosner, The Nature and Scope of Federal Tax Liens, Etc., 17 Maryland L. Rev. 1, 
12 (1957) supra; Anderson, Federal Tax Liens, Etc., 41 Cal. L. Rev. 241, 271 (1958) 
supra. 
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weighing of relative priorities of the United States and other 
creditors are both matters of federal law.’ State-created ex- 
emptions of property, such as the proceeds of life insurance, 
from the rights of other creditors are of no avail to the tax- 
payer or, of course, the bank.® 

The federal tax lien, although all pervasive, is not self- 
enforcing. The weapon of enforcement is the levy provided 
by Section 6381 of the Code. Under this section officers of 
the federal Government may seize any property or rights to 
property (except such property as is exempt under the federal 
law) belonging to a delinquent taxpayer or upon which there 
is a tax lien. Levy is effectuated either by physical seizure 
of the property or, in the case of banks, more usually by con- 
structive seizure effected by the personal service upon the 
bank of a Form 668A, Notice of Levy.’ 

When a levy has been made by delivery of this form, a bank 
in possession of (or obligated with respect to) property sub- 
ject to levy must surrender such property to the Internal 
Revenue Service. All property of the delinquent taxpayer is 
subject to levy, unless the property is specifically exempt 
under the Code® or is subject to an attachment or execution 
under any judicial process.° 

The penalty for failure to surrender property upon which 
a levy has been made is that the bank is made liable to the 
United States in a sum equal to the value of the property or 
rights to property not so surrendered, not exceeding, of course, 
the amount of the tax liability due plus interest and costs.” 
5 Fidelity & Deposit Co. v. New York City Housing Authority, 241 F.2d 142 (2nd Cir. 
1957). 

6 Kieferdorfer v. Commissioner, 142 F.2d 723 (9th Cir. 1944); United States v. Manu- 
facturers Trust Company, 198 F.2d 366 (2nd Cir. 1952). 
7 This form should be manually signed by the Chief Collection officer or Group Super- 
visor for both himself and the District Director of Internal Revenue. The identification 
of the deputy making service of the Notice of Levy should be produced. 

8 Such property includes clothes, household furnishings, books and tools—property of a 
nature which a bank seldom handles. I.R.C. Sec. 6834. 
9 I.R.C. Sec. 6382(a). The assessment and demand by the Director of Internal Revenue 
have been analogized to the docketing of a judgment and a levy or distraint against the 
property of the delinquent taxpayer compared with execution process under such a 
judgment. United States v. Warren Railroad Co. 127 F.2d 134 (2d Cir. 1942). 
10 T.R.C. Sec. 6382(b). Note that there i is no. requirement in this penal provision of wil- 
fulness or even negligence. The term ‘ ‘person’ ” includes an officer or employee of a cor- 
poration who, as such officer, or employee is under a duty to surrender the property or 
rights to property or to discharge the obligation. LR.C. Sec. 6882(c). The bank’s 


records concerning property of the ey subject to levy must be exhibited to the 
Internal Revenue Service on demand. I.R.C. Section 6338. 
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Liability for this penalty, however, is conditioned on a valid 
levy upon the stakeholder bank.” 


Mere service of a Notice of Lien, (Form 668) for example, 
upon the bank would not be sufficient to render it liable 
for any penalty for non-payment. Form 668 is not a demand 
for payment. Form 668-A may be followed up by service of 
Form 668-C, Final Demand (giving the bank five days for 
compliance with the levy) before penalties are actually exacted 
from the bank. But except to accommodate a depositor who 
is in good faith negotiating a settlement with the Internal 
Revenue Service, there is no reason why a bank should not 
honor otherwise valid levies without waiting for a Final 
Demand. 


Moreover, the service of a Notice of Levy affects only the 
specific property of the taxpayer actually in the bank’s pos- 
session at the time of such service, whereas the lien, as noted 
above, is a continuing lien affecting subsequently acquired 
property as well.” 


However, it has been ruled that where the taxpayer has an 
unqualified fixed right under a trust or a contract to receive 
periodic payments or distributions of property not dependent 
on future contingencies, such as performance of services, a 
federal tax lien attaches to the taxpayer’s entire right. A 
Notice of Levy based on such a lien is effective to reach, in addi- 
tion to payments or distributions then due, any subsequent 
payments or distributions that will become due thereunder.” 


Finally, there are some limits to the Government’s tax- 
gathering powers. The remedies of assessment and levy, al- 
though they have been characterized as “blunt instruments”, 


11 United States v. O’Dell, 160 F.2d $04 (6th Cir. 1947). 

Note also that since this above Section 68382(b) is phrased in terms of “penalty”, 
it is highly questionable whether the bank could deduct this amount on its own federal 
income tax return. Longhorn Portland Cement Co. v. Commissioner, 148 F.2d 276 
(5th Cir. 1945). 

12 This distinction is aptly noted in United States v. Long Island Drug Co., 115 F.2d 988 
(2nd Cir. 1940), where the claimed indebtedness was not in existence when the Notice 
of Levy was served, being dependent upon future performance: 

13 Rev. Rul. 55-210 1955-1. C.B. 544. Beeghly v. Williams, 152 F.Supp. 726, 737 (N. 
D. Iowa 1957) (insurance renewal commissions held a fixed obligation not subject to 
contingencies: successive levies not required.) Pyle, Liability of Life Insurance Etc. for 
Unpaid Taxes, 9 Tax L.Rev. 325, $41 (1954). 
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are still the exclusive summary means of collecting federal 
taxes.** Such additional equitable remedies as punishment for 
contempt for knowingly removing from the jurisdiction of 
the court the sum of money which was the subject matter of 
a pending civil action or a mandatory order to pay the money 
into court on behalf of the Government were recently denied 
on the ground that in the absence of statutory fiat for the in- 
terlocutory indemnity sought, it will not be judicially assumed.” 

As noted above, the Government’s lien continues until it 
becomes unenforceable by lapse of time or is released or dis- 
charged. The release of a federal tax lien operates completely 
to extinguish the lien. The discharge of property from the 
effect of a federal tax lien operates merely to exempt certain 
specifically described real or personal property from the lien 
without removing the lien from all other property to which 
it may attach.”® 

A levy is released by service of Form 668-D. This frequently 
occurs where a taxpayer has made arrangements for install- 
ment payments.”* 


The Bank as Stakeholder 


In the performance of a vast number of its services to its 
customers a bank has in its possession property which admittedly 
belongs to someone else—such as a depositor, or safe deposit 
box holder. Its duty to its customer is to use due care to return 
the property or repay the credit to the depositor on demand 
and the sanction for failure to perform this duty may take the 
form of a judgment against the bank for the amount of the 
deposit, possibly even a judgment for slander of credit, or at 
best the loss of an irate depositor. On the other hand, the 
law gives to the Internal Revenue Service broad powers and 
appropriate sanctions hereinafter discussed to enforce the co- 
operation of stakeholders, such as banks, in its collection of 
revenue. How this problem applies to various specific situa- 
14 United States v. Stockyards Bank of Louisville, 231 F.2d 628 (6th Cir. 1956). 

15 United States v. City of New York, 187 F Supp. 29 (S.D.N.Y. 1955). 

?Gilfeather, The Commissioner’s Collection Apparatus, 12th N.Y.U. Inst. 975, 979 (1954). 
17 Informal arrangements for the release of property from lien, although without specific 
statutory authorization on the part of the District Director, are in fact often made and 


honored. Usually a part of an installment payment arrangement. These releases may be 
regarded as a forebearance rather than an actual release of lien. 
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tions faced by banks in their day-to-day business activities 
forms the balance of this article. 


Bank Accounts 

Undoubtedly the largest number of cases affecting banks 
as mere stakeholders concerns application of the federal lien 
and levy laws to a delinquent taxpayer’s bank account.** In 
fact this is usually the first item of property for which a Dis- 
trict Director holding an unpaid tax account will look.” 

On a regular checking account in the sole name of the tax- 
payer, where the bank is served with a Notice of Tax Lien 
(Form 668) and Notice of Levy (Form 668-A), it is complete- 
ly protected in paying over any balance then standing to the tax- 
payer’s credit to the District Director, assuming that there 
is at the time of such demand no prior attachment or execution 
under any judicial process.” Payment to the government 
under a valid levy is a complete defense in any subsequent action 
brought ‘to recover the deposit.” 

This is the simplest problem; the variations and complexi- 
ties, however, are numerous. Assume that the amount cur- 
rently in a taxpayer-depositor’s account is less than the amount 
of his tax liability, and after the account has been reduced to 
a balance of zero, further deposits are made by the taxpayer. 
Then assume that the depositor draws additional checks against 
this new balance in his account. Should the checks be honored? 
If the bank fails to honor the checks where there is a sufficient 
balance to cover them, it runs a possible risk of the depositor’s 
bringing a successful action against the bank. The other pos- 
sible danger is that of double payment to the government and 
depositor. 

Since the tax lien is a continuing lien, this new balance is 
subject to the lien of which the bank has received notice. 

But since there has been no levy on this new balance and 
the prior levy does not continue in effect, the penalty of per- 
29a gues unquestionably constitute property or rights to property subject to 
the statutory lien and consequently property subject to levy. Citizens State Bank of 
Barstow v. Vidal, 114 F.2d $80 (10th Cir. 1942). See generally, Note, Effect of Federal 
Tax Lien on a Bank Deposit, 42 Iowa L. Rev. 412, 420 (1957). 

19 Gilfeather, supra n.1 at p. 981. 


20 I. R.C. Section 6382 (a). 
21 United States v. Eiland, 228 F.2d 118, 122 (4th Cir. 1955). 
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sonal liability discussed above under Section 6332(b) does not 
apply. It is also clear that there are no other statutory penal- 
ties provided against the bank if it honors these checks. 


The position of the Internal Revenue Service, however, is 
that the federal tax lien constitutes a specific interest of the 
Government in the taxpayer’s property wherever located, in- 
cluding intangible property such as a bank account. After 
the date of assessment, the property has, in effect, two owners: 
the taxpayer and the Government to the extent of its lien 
interest.” This interest of the Government, it is asserted, is 
entitled to protection against the bank’s fraud or negligence.” 
The protection claimed by the Government seems to be based 
on broad principles of the law of torts or trusts that a person 
who fraudulently or negligently interferes with or destroys 
the property interest of another or participates knowingly in 
a breach of trust is liable to the person whose property has been 
destroyed or diminished.** 


To date, however, no cases have been found specifically 
supporting the Government’s position.” ‘The Government has 
conceded, however, that when a bank does not have actual 
notice of the existence of a federal tax lien (as distinguished 
from constructive notice given by the filing of a Notice of Lien 
with the local county registry), the bank will not incur liability 
to the Government in making payments (in the normal course 
of business”) on order of a depositor against whom the lien is 
outstanding. 

Where the bank does have actual notice of the lien, it is 
advised to protect itself against the possibility of liability to 
the Government by notifying the District Director of Internal 
Revenue of the facts and by requesting advice as to the action 
to be taken to enforce the lien, meanwhile withholding payment 
to the depositor.” 


22 United States v. City of yg 118 F.2d 968 (4th Cir. 1941); Welsh v. United 
States, 220 F.2d 200 (D.C. Cir. 1954). 

23 Revenue Ruling 56-48, 1956-1 cn. 561; Revenue Ruling 57-867, 1957 IR.B. $2, 22. 
24 Bogert, Trust and Trustees, Sec. 868; Restatement of Torts, Sec. 871 Comment G. 
25 It has been suggested that the Government, as a matter of policy, has been 


sparing 
in its enforcement of tax liens against intangibles. Beeghly v. Wilson, 152 F.Supp. 726, 
730 (N.D. Iowa 1957). 


26 Revenue Ruling 57-367 supra n. 28. 
27 Ibid. 
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If the depositor demands that the checks be paid, it would 
seem that the bank is fully protected from any possible charges 
that it has negligently destroyed the government’s lien, if, 
before honoring the check, it merely notifies the District Di- 
rector of the facts. If, within a reasonable time, the District 
Director does not follow up the lien with a second levy on the 
account, the bank would be justified in honoring the depositor’s 
checks.”* 

The reasonableness of such action as a defense to charges 
of negligence is supported by the probability that a federal 
tax lien, in the absence of judicial proceedings or a levy, would 
not bar an action on the part of the depositor for recovery of 
the deposit or slander of credit.” 

For another variation, suppose a levy has been made against 
an account but has been released pursuant to Section 6343 
permitting such release of levy in whole or in part. The tax 
lien, however, has not been released, and the bank having been 
served with the levy has actual notice of the lien. The Treasury 
has here unofficially conceded that the bank is entitled to resume 
“normal” activity with the account so long as it gives the 
Government notice of any “unusual activity” (presumably 
meaning unusual withdrawals) and thereafter withholds pay- 
ment long enough to enable service of a Notice of Levy against 
the account. Actually, the impossibility of formulating an 
approved standard of what constitutes “unusual activity”, 
particularly in the case of a large bank, would seem to make 
the government standards in this respect largely unenforceable 
in the absence of actual conspiracy or fraud on the part of 
the bank. 

In a few states, such as New York, the Banking Law may 
offer some protection in cases involving two claimants to the 
same account. Section 134 of the New York Banking law pro- 
vides in part as follows: 


28 The bank could have a form indicating the day, the hour, the name of the bank 
representative giving the advice to the office of the District Director and the individual 
in the District Director’s office to whom the information concerning the bank account 
was given. 

29 Compare Steingut v. National City Bank, 38 F.Supp. 451° (S.D.N.Y. 1941) where 
the court held that the mere fact that others make claims or bring actions to recover 
monies deposited in the bank does not constitute a defense to an action brought to 
recover the same even though the bank may be subject to double liability if the 
various actions are tried seriatim. 
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“5. Notice to any bank or trust company of an adverse 
claim to a deposit of cash or securities standing on its books to 
the credit of, or held for the account of, any person shall not be 
effectual to cause said bank or trust company to recognize said 
adverse claimant unless said adverse claimant shall also either 
procure a restraining order, injunction or other appropriate pro- 
cess against said bank or trust company from a court of compe- 
tent jurisdiction in the United States in a cause therein instituted 
by him wherein the person to whose credit the deposit stands, or 
for whose account it is held, or his executor or administrator is 
made a party and served with summons, or shall execute to said 
bank or trust company, in form and with sureties acceptable to it a 
bond, indemnifying said bank or trust company from any and all 
liability, loss, damage, costs and expenses, for and on account of 
the payment of or delivery pursuant of such adverse claim or the 
dishonor of the check or other order of the person to whose credit 
the deposit stands on the books of said bank or trust company or 
for whose account it is held by said bank or trust company.” 


Admittedly federal law could confer rights upon the Gov- 
ernment which would be superior to any limitations contained in 
such local statutes as in the cases in which it has overridden 
state-created exemptions. But the Government here seems 
to claim under general common law principles for its lien in- 
terest only whatever protection against the bank’s fraud or 
negligence is afforded by local law. It would follow from this 
that in the absence of a levy or a civil action by the Govern- 
ment such statutory provisions might protect a bank from any 
claim of the Government based on allegedly negligent failure 
to notify it of an account subject to a tax lien and to withhold 
payment therefrom. 


Thus, while the bank risks liability for non-payment and 
slander of credit if it goes too far in accommodating the Gov- 
ernment, and liability for fraud and negligence if it goes not 
far enough, most problems can be resolved by the application 
of two practical rules: 


1. Do not pay the depositor unless he makes demand for 

_ payment. 
2. Upon the receipt of such demand notify the District Di- 
rector of the facts, and if he does not serve a Notice of Levy within 
a reasonable time, then pay the depositor. 
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Treatment of Levies on Various Types of Accounts 

1. Savings or Special Interest Account. A savings or 
special interest account should be treated in the same manner 
as an ordinary checking account for the purpose of responding 
to a federal tax lien or levy. A requirement imposed by the 
depositor’s contract with the bank® or even by state law® that 
the passbook must be presented for payment of the account 
or else the bank be furnished with indemnity against double 
liability, does not bind the Government, which may obtain 
the account without presenting the passbook. 

2. Joint Accounts. The Internal Revenue Service has 
ruled that a joint checking account is subject to levy only to 
the extent of the delinquent taxpayer’s interest therein, which 
will be determined from the facts in each case. Where one of 
the persons in whose name a joint account has been established 
can prove that the funds deposited therein are his sole property, 
no levy can be made on such funds to satisfy an outstanding 
tax liability of the other.” 

Where the assessment is made against both joint depositors, 
as in the case of a husband and wife filing joint returns, of 
course this problem does not arise. Otherwise, the bank should 
not turn over the account to the Government until it has noti- 
fied both of the joint depositors and given them a reasonable 
opportunity to prove that the account did not belong to the 
delinquent taxpayer. This material should be submitted to 
the Internal Revenue Service. If there is still a disagreement 
as to who owns the account, resort may be had to the inter- 
pleader procedure discussed below. During the interim, of 
course, no checks drawn against the account by either party 
should be paid. 

3. Trust or Special Account. Not infrequently an ac- 
count will be designated “John Doe, Special’, or “John Doe 
In Trust for William Doe”. In such a case John Doe, the 
delinquent taxpayer, may assert that the money in the account 
30 United States v. Manufacturers Trust Co., 198 F.2d 866 (2d Cir. 1952). 


31 United States v. Emigrant Industrial Savings Bank, 122 F Supp. 547 (S.D.N.Y. 1954). 


32 Rev. Rul. 55-187, 1955-1 C.B. 197. Cf. Raffaele v. Granger 196 F.2d 620 (Sd Cir. 1952). 
Under Missouri law property held in the title of husband and wife as tenants by the 
entireties is not legally reachable for the husband’s individual tax liability. United States 
v. Hutcherson, 188 F.2d $26 (8th Cir. 1951). 
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is not his but in fact belongs to someone else. Again, as in the 
case of a joint account, to the extent that the account represents 
money which does not belong to the delinquent taxpayer, the 
bank is under no duty to pay such funds over to the Govern- 
ment. In a recent case** one Carter had given the delinquent 
taxpayer Campbell approximately $1,700 in cash to buy a 
new automobile. Campbell had purchased the car by giving 
his own personal check therefor. He had deposited $1,200 of 
the cash received from ‘Carter in his account to cover payment 
of the check. Before the check was presented for payment, 
the bank was served with a notice of tax lien against Campbell 
and refused to honor the check. In an action by the taxpayer 
and Carter against the bank and the District Director, it was 
held that the lien applied only to moneys in the account in ex- 
cess of $1,200. In the case of a trust or special account, there- 
fore, the bank should not pay either the Government or the 
depositor but again should hold the account pending the deter- 
mination of adverse claims. If the depositor brings suit on 
account of a check, the bank should be able to avoid double 
liability by paying the moneys on deposit into court and bring- 
ing the Government into the action. And if the bank desires 
to expedite judicial determination of the conflicting claims, it 
may be able to commence an action for interpleader as dis- 
cussed below. 

4. Partnership or Corporation Account. Unless it is 
clearly a sham, the corporate entity is recognized in lien and 
levy situations as for other tax purposes. Thus, where the 
delinquent taxpayer is “John Doe”, a levy is totally ineffective 
against the bank account of “John Doe & Co., Inc.” Similarly, 
a partnership checking account in a bank is not subject to dis- 
traint to satisfy a tax assessed against an individual partner.* 


33 Special accounts are particularly common in the case of attorneys who are forbidden 
by the canons of ethics from commingling personal funds with client’s funds. 

34 Campbell v. Chamberlain, 48 A.F.T.R. 1535 (D.D.C. 1954). But see United States v. 
Marine Midland Trust Company of New York, 46 F.Supp. 88 (S.D.N.Y. 1942) where 
it was held that a bank could not resist collection by distraint of federal income taxes 
due from its depositor on the ground that the bank might be subject to double lia- 
bility because the depositor’s account was designated “Special Account”. However, the 
court noted that the depositor had legal title and stressed that there was no evidence 
of any beneficial or other adverse interest therein by any person other than the depositor. 
35 I.T. 3356, 1940-1 C.B. 72. However, the Government’s lien does attach to the partner’s 
interest in the partnership which may be levied upon and sold. Adler v. Nicholas, 166 F.2d 
674 (10th Cir. 1948). 
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A far more difficult problem arises where the partnership 
John Doe & Co., is the delinquent taxpayer, such as for excise 
or payroll taxes, and a levy is made against the account of 
John Doe, an individual partner. No cases or rulings have 
been discovered which establish a lien on the individual assets 
of partners as a result of a partnership’s failure to pay any 
tax. It is questionable therefore, whether the individual ac- 
count of a partner constitutes “property” or “rights to prop- 
erty” of the partnership to which the lien of the government 
attaches.** Again, since the case is not clear, caution dictates 
that the bank pay neither the government nor the individual 
partner but hold the account until either the levy is released or 
the partner directs payment to the Government. It is possible 
for the Government to obtain a judicial determination under 
Section 7403 of the Code, joining the bank, the partnership and 
the individual partner. Or again, interpleader by the bank 
may be the answer. 


Miscellaneous Stakeholder Situations Other than 
Bank Accounts 


1. Release of Security After Debt is Paid. A situation 
may arise in which a bank has lent money to a delinquent tax- 
payer on the security of collateral, such as negotiable securities, 
under circumstances where the bank’s lien is superior to the 
Government’s.** 


While holding the security, the bank is notified of a lien 
for federal taxes. If a tax levy is made on the security, must 
the bank surrender any security in excess of the amount of the 
loan outstanding? Although no specific authority has been 
discovered on this point, the probabilities are that the bank 
is entitled to retain the entire security until its loan is paid in 
full. It bargained for the entire interest of the taxpayer to 
possession and other incidents of ownership until the debt is 
paid. Accordingly, to this extent the delinquent taxpayer has 


36 The question of the existence of property must be decided tinder state law. United 


States v. Hutcherson, 188 F.2d 326, $28 (8th Cir. 1951). In most states partnership 
assets are primarily liable for partnership debts. 

87 See LLR.C. Section 6323(a), (c). This subject is discussed infra in Part II of this 
article. 
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no property or rights to property upon which the government 
may levy. 

If the debt is subsequently paid, however, may the bank 
then return the security to the taxpayer-borrower? Assuming 
that the District Director does not follow the first levy with a 
second levy at this point, it would seem that the bank is under 
no obligation to turn over the security to him. However, the 
Government might assert the same argument discussed above 
that its lien interest in the property, secondary to the bank’s 
once valid but no longer existing lien, is entitled to protection 
against negligence or fraud. 

Accordingly, it would be advisable, at least to avoid the 
expense and difficulty of litigation with the Government, to 
inform the District Director that it is the bank’s intention to 
return the security to the delinquent taxpayer unless it hears 
from the Director within a reasonable time. It would not ap- 
pear to be necessary to say anything about a Notice of Levy. It 
is up to the Director to decide his own policy with the respect 
to a levy. 

2. Bank Trustee or Custodian. Where the bank is a 
trustee, the income interest of the life-beneficiary is property 
subject to lien and reachable by Government tax levy, and on 
receipt of a valid Notice of Levy, the bank should pay over 
any undistributed income. Spendthrift trust provisions, of 
course, do not bind the Government.** The same procedure 
would apply where the bank is acting as trustee of an 
employees’ pension fund. Again restrictions on assignability 
of benefits could not defeat the Government’s tax claim. The 
interest of a remainderman in a trust is subject to the Govern- 
ment’s lien, but the Government may not require that the 
trust property be sold and his remainder interest allocated to 
him. It might require that his remainder interest as such be 
sold however. 

As to subsequent income accrued to the life beneficiary the 
Government might properly argue that under Revenue Ruling 
55-210" since the taxpayer’s interest was vested and therefore 
8 United States v. Dallas National Bank, 188 F.2d 58% (5th Cir. 1948); United States 


v. Merchants Trust Co., 62 F.Supp. 887 (D. Md. 1945). 
89 1955-1 C.B. 544—See also Beeghly v. Wilson, 158 F Supp. 726 (N.D. Iowa, 1957). 
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different from unearned wages, these amounts should be paid 
over to the Government without the necessity of an additional 
Notice of Levy each time an income payment came due. In 
all events, in such a case the Government’s theory of negli- 
gence discussed above might well be applicable to a bank which 
made subsequent payments to the life beneficiary after his in- 
terest in the trust had been attached. 


As a custodian, the bank should follow the same procedure 
except as to certain situations involving conflicting claims to 
complex property rights discussed below under “Limitations 
on Levy Procedure.” 


8. Safe Deposit Boxes. Where the bank is served with 
a Notice of Levy on property contained in the safe deposit box 
of a delinquent taxpayer, it seems clear that it is required by 
virtue of the levy to deny the lessee access to the safe deposit 
box. Ordinarily the Internal Revenue Service, recognizing 
the fact that a safe deposit company or bank has no authority 
to open a safe deposit box, relies on the bank to deny access 
pending further action by the District Director and does not 
forthwith require the bank to break open the box. Accord- 
ingly, it is usual for the District Director to obtain a court 
order, naming the bank and the taxpayer as defendants in a 
motion to obtain such an order. It is advisable, but perhaps 
not necessary, for the bank to notify the lessee of the box 
when served with process in any motion of this kind. 


The bank should in all events resist breaking open the safe 
deposit box on behalf of the Government pursuant to a levy 
without having received service of an order signed by a court 
of competent jurisdiction, ordinarily the United States District 
Court for the district in which the safe deposit box is located, 
directing this procedure. The order should provide that the 
proceeds from the sale of the contents of the box are to be 
applied (1) in payment of the cost of opening and repairing 
the box, (2) in payment of any accrued rental upon the box, 
(3) in payment of the expense of sale of such contents and 
(4) in satisfaction of the levy on the contents. The bank should 
also seek to obtain for its own convenience provision in the 
order for disposition of any amounts in excess of those required 
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to satisfy the foregoing items—ordinarily that they shall be 
turned over to the taxpayer-lessee. 

4. Dividend Disbursing Agent or Stock Transfer Agent. 
From time to time banks, particularly in larger cities, act as 
dividend disbursing agents or stock transfer agents for cor- 
porations. Ifa bank is served with a Notice of Lien or a Notice 
of Levy it would seem that its duty to respond is the same as it 
is when it acts as a depository. ‘That is, if there happened to 
be any dividends held by the bank for the account of the de- 
linquent taxpayer, the dividends should be paid over under 
the levy. If there is only served a Notice of Lien, or if there 
are no funds then subject to levy, all further dividend checks 
should be held and the District Director notified to give him 
a reasonable opportunity to serve a Notice of Levy. The same 
procedure applies where the Government levies upon unpaid 
dividends belonging to the bank’s own stockholders. Dividends 
should be paid over, but not the value of the stock unless the 
stock certificate is presented. 

Where the bank acts as stock transfer agent, presumably 
the only property or rights to property of the delinquent tax- 
payer in its possession would be certificates of stock. It is 
likely that the bank would come into possession of such stock 
certificates only in cases in which the delinquent taxpayer has 
transferred or attempted to transfer such certificates to a 
third party. Since purchasers, pledgees, or mortgagees of a 
security are given unique protection from Government liens,“ 
the facts of each case should be carefully examined to deter- 
mine whether or not the lien is effective against the transferee 
and therefore whether the stock certificates should be turned 
over to the Government or the transfer completed. 


Salaries of Employees. 


The delinquent taxpayer may, of course, be an employee 
of the bank. If the bank is served with a Notice of Lien and 
Notice of Levy, it is under a duty to pay over any then accrued 
salary to the Government on behalf of the employee. Salary 
should be prorated on a daily basis and figured with the amount 


40 See I.R.C. Section 6328 (c). See also discussion in Part II of this Article. 
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of payroll deductions. However, the Notice of Levy does not 
affect claims for future salary as these are not property or 
rights to property of the employee until he has earned them.” 
The lien, again, does continue. Accordingly, the bank should 
hold up the payment of such future salary until the District 
Director is notified. Practically, of course, levy on salary by 
the Government usually leads to an arrangement whereby the 
levy is released on condition that the employee agrees to make 
periodic payments. As an employer, the bank is hardly anxious 
to retain an employee who is, from a financial standpoint, work- 
ing solely for the Government. 


Limitations on Levy Procedure. 


Although it is broad, the Government’s levy power has been 
characterized as a blunt instrument, not suitable to dissecting 
involved property interests such as co-ownership of a United 
States Savings bond or an insurance policy.“* The procedure 
recommended by the courts to the Government in a case of this 
sort is a suit under I.R.C. Section 7403 where all persons hav- 
ing liens upon or claiming any interest in the property involved 
may be made parties thereto. After all parties have been duly 
notified of the action, the court must proceed to adjudicate all 
matters involved therein and finally determine the merits of 
all claims to and liens upon the property.“ 


Inter pleader. 


If the bank desires to expedite judicial determination of 
conflicting claims to property of which it is a mere stakeholder, 
in some states it may bring an action for interpleader in the 
state court, joining the Government and the taxpayer as de- 
fendants.* 


41 United States v. Long Island Drug Company, 115 F.2d 987 (2nd Cir. 1942). 

42 United States v. Stockyards Bank of Louisville, 231 F.2d 628 (6th Cir. 1956). 

43 United States v. Gilmore, 147 F.Supp. 902 (N.D. W.Va. 1957); United States v. Metro- 
politan Life Insurance Co., 180 F.2d 149 (2nd Cir. 1942), see Pyle, Liability of Life In- 
surance, etc., 9 Tax L. Rev. 325 (1954) supra. 

44 If the Commissioner cannot reach all necessary parties, because, for example, one of 
them is out of the country, however, the insurance policy may not be reached. United 
States v. Gilmore, supra. 

45 28 US.C.A. Section 2410 may authorize this procedure. See Rosenberg v. Paul Tishman 
Co., Inc., 118 N.Y.S.2d 387 (Sup. Ct. Kings Co. 1952); John A. Johnson & Sons, Inc. 
v. National City Bank of New York, 129 N.Y.S.2d 86 (Sup. Ct. Kings Co. 1954). 
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The United States is authorized to remove such an action 
to the District Court for the district in which the action is 
pending.” 

Although interpleader of this nature may seem to be a safe 
remedy for the bank, it involves a certain amount of trouble 
and expense. Interpleader may not be a cure-all as the United 
States may still object to the Court’s jurisdiction, thereby 
necessitating court appearances. Moreover it is not entirely 
clear that the bank would be entitled to attorney’s fees out of 
the fund paid into court—particularly where it appeared to the 
court that it was being super-cautious.“ 

46 28 US.C.A. Section 1444. 

47 Compare United States v. Liverpool and London Insurance Co., $48 U. S. 215 (1953) 
with R. F. Ball Construction Company v. Jacobs, 289 F.2d $84 (5th Cir. 1956), cert. 
granted. (1957). (Attorneys’ fees allowed.) Attorneys’ fees were also allowed in Com- 
mercial Standard Insurance Co. v. Campbell, 146 F.Supp. 919 Tex. 1956). But see Ford 
Motor Co. v. Hackart Construction Co., 148 F Supp. 216 (D.N.J. 1956), holding that the 
Government’s tax lien is superior to a claim for counsel fees out of the fund in interpleader. 


Presumably the Supreme Court will resolve this conflict in decision in the R. F. Ball Con- 
struction Co., case, supra. 


(To be Continued) 





See ee ee ne ry 





CHECKS AND NOTES 
FOR BANK TAX MEN 


By ALLAN J. PARKER of the New York Bar 


Monthly Report of New Developments and Comments 
affecting the Income Taxation of Banks 





Executive Entertainment Deductions 

Tax men, including bank tax men, are answering numerous 
inquiries these days concerning the new Line 6(a) on page 1 
of Form 1040 for 1957, providing for the reporting by an 
employee of reimbursed expenses. Such job-connected ex- 
penses, including business entertaining expenses, may be re- 
imbursed by the corporate employer. If so, the reimbursement 
is income, and the amounts spent may be deductible, and al- 
though the Internal Revenue Service has stated that it will 
not require compliance this year because of the late announce- 
ment, it will for 1958 and future years. 

It has been indicated, however, that the Internal Revenue 
Service will be guided by a rule of reason with respect to en- 
forcement. Middle and lower eschelon employees, whose ex- 
pense accounts are subject to fairly careful internal check, will 
not be required to account for every taxi fare and telephone call. 

On the subject of business entertaining, as one such expense, 
the corporate employee faces not merely the hurdle of proving 
what his expenses were, but also proving that such entertaining 
is a part of his duties so that the expenses qualify as ordinary 
and necessary expenses of his rather than of the corporation. 
The Internal Revenue Service has ruled, in this connection that 
the fact that such expenses are reimbursed or that there is a cor- 
porate resolution requiring such entertaining indicates that 
they are a necessary expense of his office. 

However, the absence of a resolution requiring the assump- 
tion of such expense by the bank officer does not necessarily 
result in the disallowance of the deductions provided it can 
be established otherwise that the expenses are a necessary ex- 
pense of the office. Revenue Ruling 57-502, IL.R.B. 1957-43; 
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P-H Federal Tax Rep. Par. 74, 595. 

Attention may also be called to the case of Richard A. Sut- 
ter, 21 T. C. 170 (1954) which, although dealing with a self- 
employed taxpayer, made the point that where the taxpayer, 
engaged in legitimate business entertaining, paid for his own 
dinner as well as his business guests’, he could deduct as to his 
own expenses only the excess over what he would ordinarily 
have spent had he not been entertaining. Although the Sutter 
rule raises difficult problems of administration, it represents 
the Internal Revenue Service’s approach to the fact that busi- 
ness entertaining expenses inevitably tread close to the line of 
nondeductible personal expenses. 


Sale of Foreclosed Real Estate as Giving 
Rise to Ordinary Gain or Loss 


From time to time banks, mortgage companies, building 
and loan associations and similar institutions acquire real prop- 
erty by foreclosure. Eventually such properties are sold. Pre- 
vious rulings of the Internal Revenue Service have held that 
under the facts there presented, the sale of such real property 
would be considered the sale of a capital asset or a Section 1231 
asset giving rise to capital gain or to ordinary loss. 


However, where a bank had come into possession of a num- 
ber of parcels of land through foreclosure, frequently sub- 
divided, added improvements, advertised the property for sale 
and worked closely with real estate brokers, it was held that 
it was engaged in the trade or business of selling real estate. 
Accordingly, losses sustained were ordinary losses, but any 
gain would be ordinary gain. Revenue Ruling 57-468, I.R.B. 
1957—42. In all events, where it is believed that foreclosed 
property will be sold at a gain, business activity in connection 
therewith should be kept at a minimum in order that tax-favored 
capital gain may be realized. 


Insolvent Bank’s Tax Exemption Strictly Construed 


A depression-born section of the Revenue Act of 1938, 
carried over as I.R.C. Section 7507, exempts from the pay- 
ment of taxes any insolvent bank or trust company where the 
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payment of such tax shall diminish the assets thereof neces- 
sary for the full payment of all its depositors. Similarly the 
tax is abated whenever a bank has been released or discharged 
from its liability to its depositors for any part of their claims 
against it, and such depositors have accepted in lieu thereof a 
lien upon subsequent earnings of the bank or claims against 
assets segregated by the bank. 

Under this Section, it has been held that where depositors 
accepted stock in lieu of their claims as depositors, their status 
shifted from creditors to owners. Hence, the redemption pro- 
visions of the preferred stock certificates did not give the hold- 
ers of such certificates an equitable lien on future earnings of 
the bank. Therefore, the bank was not exempt. New Bruns- 
wick Trust Company v. Commissioner, 180 F.2d 959 (3rd 
Cir. 1950). The recently decided case of De Kalb Trust and 
Savings Bank v. United States, P-H Federal Tax Service 
Par. 72, 997 (N.D. Ill. 1957) similarly holds that the exemp- 
tion must be strictly construed. Therefore, a bank was not 
tax exempt where depositors accepted in lieu of their claims 
deferred certificates entitled to receive a certain sum of money 
solely out of the future net profits of the bank where the cer- 
tificate specifically provided that no lien or preference of any 
kind existed against any of the assets of the bank in favor of 
the certificate holders. 


Fees and Service Charges 


From time to time, even in these days of tight credit, banks 
may pay finders’ fees for unusually attractive loans. Such find- 
ers’ fees have been ruled not to constitute an ordinary and neces- 
sary expense in the year in which they are paid. They must be 
amortized over the period of the loan. Revenue Ruling 57-400. 

On the other hand, finance companies occasionally impose 
certain fees or service charges. Where such services performed 
by the finance company are not substantial and do not warrant 
a charge separate from that for the use of borrowed money, 
they constitute “interest” for the purpose of determining whe- 
ther the finance company falls within the income provisions of 
the personal holding company surtax. 
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On the other hand, where such services are substantial, 
such as obtaining and providing information for and to federal 
agencies, making an accounting for partial disbursements, and 
inspecting and supervising the progress of construction in con- 
nection with mortgage loans, the service charges do not repre- 
sent interest for personal holding company income purposes. 
Revenue Ruling 57-540; Revenue Ruling 57-541, I.R.B. 
1957-46. 


Frozen Bank Account as a Registered Security 


Ordinarily, the payment of a debt is not considered to be a 
sale or exchange giving rise to capital gains treatment for tax 
purposes. However, Section 1282 of the Code provides a 
different rule for the retirement of bonds, debentures, notes, 
or certificates or other evidences of indebtedness issued by any 
corporation. In the case of bonds or other evidences of in- 
debtedness issued before January Ist, 1955, they must be issued 
with interest coupons or in registered form. In Toye v. United 
States, 58-1 U.S.T.C. par. 9152 (E.D. La. 1957) a frozen 
bank deposit evidenced by a letter issued by a liquidating bank 
was held to qualify under “other evidence of indebtedness”. It 
was further held that since it was necessary to obtain a new 
letter from the bank in order to effectuate a transfer, the 
letters were also in registered form, even though they were not 
serially numbered. Accordingly, a taxpayer receiving income 
from the liquidation of one of these frozen deposits was entitled 
to capital gains treatment on the difference between the amount 
received and his basis for the frozen account. 
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COMMERCIAL CREDIT 
LAW LETTER 


By THOR W. KOLLE, Jr., Member New York Bar 


Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional sales, 
chattel mortgages and other secured transactions. 





TRUST RECEIPT FINANCING 


A very interesting case involving a trustee in bank- 
ruptcy, a wholesaler and a finance company has been decided 
in Virginia. It appeared that in 1955 the wholesaler sold 
goods which were delivered in that year to a retailer. 
The goods were sold on open account and in 1954 when al- 
most all of the purchase price was still unpaid the two 
parties arranged for trust receipt financing with the fi- 
nance company which was not informed that the goods had 
in fact been delivered a year earlier. 


Some time later the retailer became bankrupt and a three 
way litigation ensued with the trustee in bankruptcy of 
the retailer claiming that the lien created by the trust 
receipt was invalid because it had not been properly re- 
corded and the finance company seeking redress from the 
wholesaler on the ground that it had misrepresented the 
facts when the finance company accepted the trust receipt. 
The court ruled in favor of the trustee in bankruptcy, 
reasoning that since there had not been a present delivery 
of goods, the trust receipt transaction was invalid as 
such and amounted to no more than a chattel mortgage ar- 
rangement. Also the court ruled in favor of the whole- 
saler. It held that because the wholesaler had caused 
the loss to the finance company by misrepresentation, the 
wholesaler was liable despite the fact that there had 
been no recording of the trust receipt or chattel mort- 
gage. B-W Acceptance Corporation v. Benjamin T. Crump 
Company, Inc. Virginia Supreme Court, 99 S.E.2d 606. 
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TWO TIME SALE PRICE CASES 


Two very similar cases have been decided by the Nebraska 
Supreme Court. They involve the distinction between a 
valid time sale price on one hand and a usurious loan 
transaction on the other. In the General Credit Corpora- 
tion case a buyer of a motor vehicle was quoted a cash 
sale price. He then decided he would have to borrow 
the difference between the trade-in value of his present 
vehicle and the quoted price and so informed the seller. 
The sale agreement indicated the price only as a "total 
price" and referred to a "total price difference". The 
buyer was apparently never given a time price quotation. 
Under these circumstances the court ruled that the trans- 
action did not involve a valid time price transaction but 
rather a cash price plus a usurious loan. The decision 
indicated that in Nebraska a buyer must actually be in- 
formed that there is a difference between a cash price 
and a time price and be given the opportunity to choose 
between the two. McNish v. General Credit Corporation, 
Nebraska Supreme Court, 83 N.W.2d l. 

The other case also involved the sale of a motor vehicle. 
There the buyer, after having been told the cash price, 
stated that he wanted to pay the balance of the purchase 
price in excess of the trade-in over a 24 month period. 
He was then quoted a time sale price. The court indicated 
that these facts indicated there had been a valid time 
price quotation to the buyer and that therefor the trans- 
action was proper. McNish v. Grand Island Finance Com- 
pany, Nebraska Supreme Court, 835 N.W.2d 13. 


GARAGEMAN'S LIEN AND CONDITIONAL SALE LIEN 


An interesting lien case has been decided by a Missouri 
court. It involved a motor vehicle sold in Florida under 
a validly recorded conditional sale contract and then 
taken to Missouri where a repairman claimed a lien on the 
vehicle for repairs and storage. The conditional seller 
claimed the garageman did not have a prior lien under the 
Missouri statute because of a failure to obtain the writ- 
ten consent of the owner of the vehicle prior to perfect- 
ing the lien. The court ruled, however, that the garage- 
man did have a lien prior to that of the seller although 
it was a common law, not statutory, lien. The court rea- 
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soned that the statute which established a garageman's 
lien for repairs did not destroy the common law lien for 
repairs. It noted however, that the garageman did not 
have a prior lien on the vehicle for storage since no 
garageman's lien for storage exised at common law. Mack 


Motor Truck Corporation v. Wolfe, St. Louis Court of Ap- 
peals, 303 S.W.2d 697. 


RECORDING—ASSIGNEE FOR BENEFIT OF CREDITORS 


The New York Supreme Court has ruled that the filing 
of a chattel mortgage 18 months after it was executed was 
not done within a reasonable time and that therefore the 
mortgage was void against an assignee for the benefit of 
creditors of the mortgagor. Matter of Levy, New York Su- 
preme Court, Kings County October 22, 1957. 


FINANCE COMPANY'S TITLE TO FLOOR PLANNED 
AUTOMOBILE EXTINGUISHED BY SALE 


The following syllabus by the court, constitutes the holding 
in a case entitled Automobile Financing, Inc. v. Downing 
Motors, Inc., Court of Appeals of Georgia, 98 S.E.2d 643: 

“Where one lends money to an automobile dealer and to 
secure the debt takes a bill of sale to an automobile which the 
lender expressly or by clear implication authorizes the dealer 
to sell in the regular course of business, the lender constitutes 
the dealer his agent to collect the proceeds of the sale and to 
account to him for the amount of the debt; and where the dealer 
sells the automobiles to one who deals with him as a dealer, 
and in due course of his business, and to one who is not guilty 
of participation in the fraudulent disposition of the proceeds of 
the sale, the lender’s title is extinguished, and he cannot assert 
it against such purchaser, though the bill of sale to secure debt 
be duly recorded.” 











BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the country, 
include the following: 


MAINE: Criticising retailers who impose excessive carrying charges 
on appliances and other products sold on time sales plans, U.S. Bank- 
ruptcy Referee Richard E. Poulos declared the Maine legislature should 
enact laws to put a stop to such abuses. 

In addressing a meeting in Portland of the Maine Association of 
Small Loan Companies, Poulos said “many retail businesses are selling 
appliances and other household products and levying charges.” 

“They, in effect,” he declared, “are engaged in a small loan company 
business without any direct supervision or limitation on amounts they 
can charge by the legislature. Controls are placed (by the state) on 
licensed small loan companies, as well as on automobile sales.” 

Poulos also complained that small loan companies in Maine are open- 
ing the door of the bankruptcy court to many persons by indiscriminate 
extension of credit. Such credit leniency, he charged, “has been the 
principal contributing cause of the great influx of bankruptcy cases in 
the past few years.” 

Urging loan company officials “to be more discriminate in extending 
credit to persons in the low-salaried brackets,” he declared that “you 
folks have a moral obligation to assist in every way to reduce the 
number of bankruptcy cases.” 


MARYLAND: Plans to seek the enactment of Maryland legislation 
to place money-order firms under supervision of the state banking com- 
missioner and require them to obtain licenses were announced by State 
Senator Philip H. Goodman, Baltimore Democrat. 

He said he would propose such a measure to the State Legislative 
Council, interim study agency, or take it directly to the state legislature 
in February. 

His proposal was the result of reports of the activities of a Baltimore 
money-order firm whose purchased money orders were returned from 
a bank with the notation “insufficient funds.” J. Harold Grady, state’s 
attorney, began an investigation of complaints about the returned checks 
but the company involved reportedly started to make the checks good. 
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Goodman said the revelation of the money-order firm’s activities 
emphasized the vacuum in the law that now exists with regard to 
supervision over financial firms of this type. He noted that at present, 
money-order companies do not come within the provision of any Mary- 
land laws or under the supervision of any state departments. He added 
that there are now five or six such firms operating in Maryland, selling 
money orders through grocery and drug stores. 

Fees from the licensing of such businesses would support their 
supervision without any cost to the taxpayers, Goodman said. He added 
that the state banking commissioner could require the companies to 
place bonds and take other measures to secure their stability for the 
protection of the public. 

Deputy State Banking Commissioner John D. Hospelhorn said he 
had called the State Legislative Council's attention to the problem more 
than a year ago and urged supervisory legislation, but that nothing had 
been done about it. 


MASSACHUSETTS: Three bills affecting savings banks were filed 
for consideration by the 1958 Massachusetts legislature on behalf of 
Henry L. Wallace, a Haverhill bank president. The proposals would 
authorize savings banks to: 

Invest 10 per cent of their deposits in insured or guaranteed real 
estate mortgages in addition to the 70 per cent of their deposits they 
are currently allowed to invest in real estate mortgages. 

Increase the limit on personal loans from $1,000 to $2,500, and 
extend payment time from 30 months to three years. 

Sell checks drawn against the deposit of special funds not exceeding 
$500 for each person. 


NEW YORK: Questions as to the “propriety and validity” of per- 
sonal loan and check services offered by mutual savings banks in New 
York City have been raised by commercial bankers. 

Rulings on the legality of plans recently announced by the Brooklyn 
Savings Bank and the Union Dime Savings Bank were formally re- 
quested by the New York State Bankers Association in letters to the 
State Banking Department and the Federal Deposit Insurance Corp. 

It was noted that the Brooklyn Savings Bank extended the maturities 
of its passbook loans to depositors beyond the three-month legal limit 
by assigning the loans to the Savings Bank Trust Co., the commercial 
bank operated in behalf of the mutuals. The savings bank advertised 
the longer term loans as personal loans available to depositors at a net 
cost of less than 13/, per cent a year. 

The Brooklyn Savings Bank, in addition, is promoting the use of 
savings bank money orders to pay household bills up to $250. A special 
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set of withdrawal forms and orders for money orders permits a housewife, 
for instance, to pay and record up to 120 bills. For checks more than 
$250, the bank announced it would provide tellers’ checks free. 

The Union Dime Savings Bank, Manhattan, advertised it would pro- 
vide tellers’ checks “without charge” in any amount to depositors for 
payment of household bills. 

Walter Williams, vice president of the Union Dime Savings Bank, 
told the press that in offering free tellers’ checks his institution was 
doing “nothing different from what we have been doing as far back as 
I can remember.” He said the only change in bank policy was its 
decision to advertise. 

Williams said there was no attempt to compete with the bank’s own 
money orders. He said these would still be available to the public 
generally, with tellers’ checks limited to depositors. 

Although the State Bankers Association did not make public in detail 
the questions asked in its request for ruling from the state and federal 
agencies on the plans of the savings banks, an association spokesman 
said the issues included: 

Whether the savings banks, in encouraging the use of free tellers’ 
checks were giving away services. The spokesman contended that all 
services result in expenses that rightly belong to the depositors either 
as reserves or for distribution as dividends. 

Whether the savings banks are doing a demand deposit business, or 
creating the impression of doing a demand deposit business, a field re- 
served exclusively to commercial banks. 

Whether the savings banks, in effect, are paying dividends (interest) 
on demand deposits, which also is confined by law to commercial banks. 


PENNSYLVANIA: State Attorney General Thomas D. McBride an- 
nounced that escheat proceedings involving several millions of dollars 
would be instituted against three Philadelphia banks, as a prelude to 
similar actions against more than 100 corporations, including public 
utilities. 

He said the Philadelphia banks were the First Pennsylvania Banking 
and Trust Co., the Fidelity-Philadelphia Trust Co., and the Girard Trust 
Corn Exchange Bank. 

Due to the great number of firms eventually to be involved, McBride 
said he would name special assistant attorneys general to handle the 
cases. Three Philadelphia attorneys named to handle the initial suits 
were John Patrick Walsh, Herman H. Krekstein and Raymond J. Bradley. 

McBride said the attorneys would be paid a fee of 5 per cent of the 
net income reverting to the state after all legal and accounting costs 
have been paid. 
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It was explained the proceedings will test the right of the state to 
obtain certain monies received by the banks over a period of many years 
and treated by them as part of their corporate profits. The state contends 
the funds involved have no lawful owners or that their lawful owners 
cannot be ascertained or located and, therefore, that the funds are 
escheatable to the state. The banks hold the funds are simply earnings 
derived from their normal operations which belong to them. 

McBride emphasized that institution of the legal actions should not be 
interpreted as a reflection upon the banks. Pointing out that the principal 
issue is the legal effect to be given to the treatment of the funds in 
question, he added that the entire matter had been the subject of pro- 
tracted discussion between the state and Philadelphia banks. 

It was reported that counsel for the banks and the attorney general 
agreed that the issue must be resolved and that a definite ruling could 
be obtained only from the courts. 

The test suits against the Philadelphia banks will be aimed at re- 
covering for the state stocks, bonds, interest and dividends left by 
persons who have died without heirs or who have moved from their 
original addresses and cannot be located. 


TEXAS: State Attorney General Will Wilson challenged the State 
Insurance Board to help stop abuses of the state usury law, but credit 
insurance industry spokesmen urged the board to go slow in making 
changes. 

“Your object should not be to solve problems of the loan industry 
but to set out sound insurance,” Wilson told the board at an all-day 
hearing conducted in Dallas. 

Wilson said the Texas law permitting a lender to require insurance 
of a borrower is “probably constitutional” but has been administered in 
a manner to permit charges in excess of the 10 per cent legal annual 
interest rate. 

The attorney general asserted that if the board would stop abuses 
on the insurance end, he would work with local prosecutors to combat 
excessive charges on the straight lending. “Between us, we'll plug 
it up,” Wilson said. 

Chairman P. J. Jackson said the insurance board would “take reason- 
able action in reasonable time” on recommendations made by the 
attorney general and its own staff. 

Angus McDonald, board actuary, reported credit insurance primarily 
on small personal loans had cost borrowers. $82,298,905 in the last six 
years. The companies paid claims totaling only $10,742,404 during 
the period—a 18 per cent loss ratio. 

The board was told commissions averaged 84 per cent of insurance 
premiums on life, health and accident policies required on loans of less 
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than $50. Despite high commissions, the companies in 1956 averaged 
21.5 per cent profits on life insurance and 20.5 per cent on health and 
accident policies, testimony showed. 

Cecil E. Burney of Corpus Christi, speaking as attorney for the 
Texas Consumers Credit Insurance Association, urged the board to wait 
two years to revise rates. He and other industry spokesmen declared the 
full effect has not been felt from rate cuts and other changes ordered 
by the board in mid-1956. The loss ratio has doubled since the 1956 
order, the commission was told. 

Asserting the credit industry does “not condone or appreciate abuses,” 
Burney said the attorney general and board should promptly clean up 
violations of law through non-payment of insurance, failure to deliver 
policies to borrowers, and the practice of “flipping’—renewing notes and 
increasing insurance requirements. 

Tom Robinson of Houston, former chief examiner for the State 
Insurance Commission, said credit insurance involves special risks since 
the borrower is insured even known physical ailments. 

David B. Barrow of Dallas argued the board now has ample 
authority to correct abuses through cancelling agent licenses. He 
further contended some of the high commission charge actually should 
be classed as a business acquisition expense, rather than pure commis- 
sion. 

Assistant State Attorney General Richard A. Wells had reported the 
lender-agent usually worked for a salary for the loan company and 
turned all insurance commissions over to his employer. He cited the 
case of one South Texan who received $8,000 a year salary and turned 
$94,000 insurance commissions over to the loan company. 

Larry Jones, another assistant state attorney general, said in every 
case examined the borrower bought insurance for the same person who 
made the loan. 

Jones, Wells and former Assistant State Attorney General F. W. 
Elliott reported on an investigation made this year in 10 cities including 
Dallas. On the basis of the study, which covered 10 credit insurance 
companies and 44 loan concerns, they recommended: 

1—The amount of life, health and accident insurance required be 
no greater than needed to pay off the loan. Three times that coverage 
now is sometimes required. 

2—Agent commissions should be reduced to pay only for reasonable 
services actually rendered. 

8—The “3-day retroactive” type of health and accident policy is too 
expansive to require on a loan. A cheaper “14-day retroactive” is more 
generally used elsewhere, the board was told. Losses under the “3-day” 
type in Texas have run less than 10 per cent of premiums. 
4—Requiring hospitalization insurance on a loan is of doubtful value. 
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Herbert G. Tigner of Houston, head of two insurance firms, told 
the board that adoption of the recommendations would “render credit 
insurance as dead as a dodo.” He asserted it would be impossible 
to enforce the usury law against widespread violation, if the attorney 
general's recommendation is followed. 

Tigner said the question is essentially whether small loans should 
be made through “legal channels or racketeers.” He asserted three- 
fourths of the under-$50 loans now are being made by lenders “who 
make no bones about the fact that they are operating in an illegal 
manner.” 

Pleas for protection to the borrower were submitted to the committee 
by George Nokes of Waco, former state senator, speaking for the Junior 
Bar of Texas, and from Ted Hansen, director of the Houston Better 
Business Bureau. Both cited instances of alleged abuses. 

Alfred C. Dale of Dallas, representing the Texas Consumers Credit 
Insurance Association, told the committee the growth of credit in 
recent years has brought increasing demand for insurance both from 
the lender and borrower. 

Chairman Jackson urged all interested persons to file briefs on the 
issues discussed at the hearing. He said legislation may be needed 
to cover “vacancies” in existing law. 


WISCONSIN: State Insurance Commissioner Paul J. Rogan an- 
nounced a 25 per cent reduction in credit life insurance rates, which 
will save Wisconsin policyholders an estimated $300,000 a year. 

The move was made under a 1957 Wisconsin law, making credit 
life insurance subject to state regulation. Such insurance is sold on a 
term basis to protect small loan companies and businesses that sell 
automobiles, appliances and other items on installment payment plans. 

Rogan said some credit life insurance policies written in Wisconsin 
in the past bore premium rates of $1 a year for each $100 of debt at the 
time the monthly installment sale or loan was made. On loans payable 
in full at a specified date, he added, the rate has been $2 a year for 
each $100 of debt. 

The $2 rate was the equivalent of $20 for a $1,000 term life insurance 
policy for one year and was not reasonable, Rogan said. He added, 
however, most credit life insurance is written as group policies at 
reasonable rates. 

The new rates ordered by Rogan are 75 cents and $1.50, instead 
of $1 and $2. They will remain in force, the commissioner said, until 
further statistics are available and a new decision made. 











TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 


estates, descent, distribution and corporate fiduciaries 


Community Property Laws in Conflict With Civil Service 
Retirement Act 





Revenue Ruling 57-446, I.R.B. 1957-40, p. 12 


Question was presented whether contributions to the United States 
Civil Service Retirement System are subject to the community property 
laws of any state, and therefore, only one-half of the value thereof 
includible in a decedent’s gross estate for federal estate tax purposes. 
The above Ruling notes that the Civil Service Retirement Act and the 
National Service Life Insurance Act were enacted to accomplish com- 
parable purposes and that courts have held that the National Service 
statute gives the insured the right to designate and change beneficiaries 
and provides that no person shall have a vested right to the proceeds 
of such insurance. Similarly the above Ruling states, the application 
of state community property law for annuities, death benefits or refunds 
payable under the Civil Service Retirement Act “would result in a con- 
flict with the provisions of the Act .. . [and, therefore] the full value 
of retirement contributions, plus the accrued interest thereon, are includ- 
ible in the gross estate of a Federal civil service employee.” 


Tracing Insurance Premium Payments to Checking Account 
of Insured 





Estate of Loeb, Tax Court of the United States, October I1, 1957 


Decedent’s wife, as the applicant, had obtained three life insurance 
policies on decedent’s life. In each policy the wife was listed as primary 
beneficiary, and each policy referred to her as the owner thereof. 
Premiums were paid by checks drawn on the wife’s bank account, but 
95% of deposits in the wife’s account was from checks drawn by dece- 
dent on his own personal checking account. In an estate tax proceeding, 
HELD: The insurance proceeds received by the wife are properly 
includible in decedent’s gross estate because decedent indirectly paid 
all the premiums on the policies. 
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Delay in Payment of Income From Marital Deduction Property 





Special Ruling, Internal Revenue Service, Estate and Gift Tax Branch, September 20, 1957 


Question was presented whether a will provision directing the pay- 
ment of administration expenses, tax and other claims with income 
received during the period of administration from property passing to 
the surviving spouse will defeat entirely the marital deduction other- 
wise allowable with respect to such property. The above Special Ruling 
states that while a marital deduction is defeated if a surviving spouse 
is “not entitled to the income,” the words “not entitled” do not mean 
a mere postponement of the time of payment of income but mean rather 
a complete denial of any right, title or interest of the surviving spouse 
to the income earned prior to distribution of such property. Hence a 
will provision of this type will not result in a complete disallowance of 
the marital deduction but only a disallowance to the extent that ex- 
penses are paid from the marital deduction property. 


Joint Savings Account Passes to Surviving Son 





Estate of Pfeifer, Wisconsin Supreme Court, October 8, 1957 


Richard, Sr. opened a savings account in the name of Richard, Sr. 
or Richard, Jr. He retained the passbook, made deposits and with- 
drawals, and never advised anyone of the existence of the account or his 
reason for opening it. A few weeks before his death Richard, Sr. told 
Richard, Jr. about the account and authorized him to draw thereon for 
expenses of his illness. He gave Richard, Jr. the combination of the 
safe where the passbook was kept. After his father’s death Richard, Jr. 
claimed title to the account. HELD: Richard, Jr. is entitled to the 
proceeds of the joint savings account. An account opened in joint names 
creates the presumption that the creator intended the usual rights of 
survivorship to attach to such account. No testimony at the trial rebutted 
that presumption. The face of the account shows that its principal 
purpose was to accumulate money, and Richard, Sr.’s silence about the 
account and subsequent revelation of its existence was not inconsistent 
with an intention to create and maintain a joint account of the usual 
characteristics. 


Withdrawal By Beneficiary Not Chargeable to Entire Trust Corpus 





Estate of Weaver, Pennsylvania Supreme Court, September 30, 1957 
A residuary trust authorized the trustees to pay trust principal to 
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any of the grandchildren beneficiaries “provided, however, no one pay- 
ment nor the aggregate of all payments during the life of such grandchild 
shall exceed the sum of . . . ($50,000) of principal.” Two grandchildren 
from one side of the family withdrew the full permitted amount from 
principal, and issue arose as to whether such amount should be charged 
against the entire trust principal. HELD: While decedent created only 
one residuary trust, he intended to divide it into two parts, one for 
each side of the family. He did not intend to give one side any interest 
in the income and principal of the other side. Accordingly, the with- 
drawals by one side may not go to reduce the share of principal of the 
other side. 


Antenuptial Agreement Bars Election to Take Against Will 





Baugher v. Barrett, Indiana Appellate Court, October I!, 1957 


Decedent and his wife had made an antenuptial agreement whereby 
they agreed that “all property belonging to either of them at marriage, 
or coming to them subsequently during their married life shall be 
enjoyed by him or her to whom it comes, and shall be subject to his 
or her disposition as his or her separate property in the same manner 
as if the proposed marriage had never taken place.” After decedent’s 
death his wife elected to take against decedent’s will, which left nothing 
to her, and demanded payment of the statutory widow’s allowance. 
HELD: Decedent's heirship is determined by his will which contained 
no provision for his wife. And the antenuptial agreement bars the 
wife's right to share in decedent’s property by taking a widow’s allow- 
ance against the will. 


“Cash in Any Bank Account” Does Not Include Cash in Safe 
Deposit Box 





Schmidt v. Hudson Trust Company, New Jersey Superior Court, Appellate Division, 
September 23, 1957 


Decedent bequeathed his wife “the remainder of any cash in any 
bank account or bank accounts” remaining after the payment of debts, 
funeral and administration expenses. Among decedent's assets was 
$24,000 in cash in a safe deposit box at a bank. The wife claimed the 
$24,000 arguing that the term “cash in any bank account” in decedent’s 
will included cash in a personal safe deposit box to which the bank had 
no right of access. HELD: The word “cash” in the will is specifically 
limited by the words “bank account.” Decedent meant the bequest to 
include only cash in bank accounts, not cash in a safe deposit box. 











TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





Life Insurance Proceeds Includible in Insured’s Estate Because of 
Failure to Divest Himself of Incidents of Ownership in Time 





United States Trust Company of New York v. Commissioner of Internal Revenue, 
Tax Court of the United States, October 29, 1957 


By 1935 decedent had fully paid up two life insurance policies on 
his life. In 1935 he created a revocable life insurance trust of the 
policies. He remained the owner of the policies and retained possession 
of all the incidents of ownership. In 1947 he divested himself of all 
incidents of ownership, and in 1948 filed a gift tax return reporting the 
transfer of the policies as a gift. He died in 1951, and the Commissioner 
sought to include the value of the policies in his gross estate. HELD: 
The policies are includible in decedent’s gross estate. Under the 1939 
Internal Revenue Code, in effect at the time of decedent’s death, the 
policies are explicitly includible because decedent paid the premiums 
thereon. Moreover, the exception to inclusion provided for in the 
1942 Revenue Act is not available, because decedent in fact retained 
incidents of ownership beyond the January 10, 1941 cut-off date provided 
for in the 1942 Act. 


Division of Trust Corpus to Facilitate Payment of Income Not a 
Distribution of Estate Property 





Revenue Ruling 57-495, I.R.B. 1957-43, p. 31 


Decedent during his life created a revocable trust, the value of which 
was included in his gross estate for federal estate tax purposes. The 
trust named decedent’s wife and son life beneficiaries in equal shares. 
Payment of trust income to the life beneficiaries would be facilitated by 
dividing trust corpus in two equal parts, and question arose as to 
whether such division of corpus would constitute a distribution of estate 
property and thereby fix the value of the trust property for purposes 
of alternate date estate tax valuation. The above Ruling states that a 
division of trust corpus for the purpose of facilitating the payment of 
income to life beneficiaries does not constitute a distribution for 
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alternate date valuation purposes. “Such action of the trustee does not 
constitute a segregation or separation of the property of the trust 
within the meaning of the Estate Tax Regulations. In the instant case, 
the corpus of the trust will not become subject to the demand or dis- 
position of the remaindermen beneficiaries until after the death of the 
life beneficiaries.” 


Inheritance Tax on Beneficiary’s Interest in Balance of 
Annuity Payment 


The People of the State of Illinois v. Schallerer, Illinois Supreme Court, September 20, 1957 


Decedent had purchased a “refund” annuity contract which provided 
for a fixed annual payment by the insurance company to decedent for 
a specified period of, years, provided that if decedent died before the 
end of the period his named beneficiary should receive the balance of 
payments. Decedent retained the right to withdraw the cash surrender 
value of the annuity and to change the beneficiary. After decedent's 
death, the State of Illinois asserted that an inheritance tax was due on 
the value of the balance of payments due the named beneficiary. HELD: 
The beneficiary's interest in the balance of payments is subject to inheri- 


tance tax. Upon the designation of a beneficiary in a “refund” annuity 
contract, a taxable transfer occurs. There is a transfer of property by 
gift intended to take effect in possession or enjoyment at or after the 
death of the donor. The value of the property transferred is measured 
by the undistributed portion of the annuity which decedent did not 
receive and which now goes to the beneficiary. 


Federal Estate Tax Not Allowed as a Deduction in Computing 
Transfer Inheritance Tax 


Newberry, et al. v. Neeld, New Jersey Superior Court, Appellate Division, August 27, 1957 


Decedent’s will gave his wife a life interest in a portion of the 
residuary trust. The will directed that all taxes be paid out of the 
general estate and that each life beneficiary receive his or her share 
free of any taxes. Decedent’s executor argued that for tax purposes 
the value of the federal estate tax on decedent’s property should be 
deducted from the residuary estate in computing the value of the widow's 
life interest. Such method of computation would result in a lower trans- 
fer inheritance tax on the entire residuary estate because the widow's 
share was taxable at a higher rate than the remainder of the residuary 
estate. HELD: Inheritance taxes are assessed according to statute, and 
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a provision in a will relating to the payment of estate inheritance taxes 
has no effect on the assessment or amount of such taxes. “The tax is 
upon the clear market value of the property transferred. In determining 
such value, the statute . . . enumerate the allowable deductions, and 

. specifies that the federal estate tax shall not be allowed as a 
deduction.” 


Insurance Beneficiary Held Contract Creditor Who Need Not 
Contribute to Estate Taxes 


Estate of Blakeslee, New York County Surrogate’s Court, New York Law Journal, 
September 23, 1957 
Pursuant to a separation agreement with his wife decedent named 
his infant daughter beneficiary of an insurance policy and executed a 
will bequeathing her a portion of his estate. Decedent’s estate sought 
contribution from the daughter for payment of taxes levied against 
the estate. HELD: Under the separation agreement the daughter was 
a third-party beneficiary with contractual rights and, therefore, became 
a contract creditor. As such she has no obligation to contribute to the 
payment of taxes levied against the estate. 


Incomplete Gift of Remainder Interest in Stock of Wholly 
Owned Corporation 


Merritt v. Commisioner of Internal Revenue, Tax Court of the United States, October 29, 1957 


A mother and four children owned all the stock of a corporation. 
In order to restrict ownership of such stock to members of the family, 
they each agreed to reserve a life interest in the stock owned by each, 
and further agreed to devolution of the remainder interest in the stock 
to each other or their children or descendents, in the absence of 
children or descendents of their own. Each reserved the right to 
receive all dividends in money, whether paid out of earnings or capital. 
In a gift tax proceeding, HELD: The agreement of the family members 
does not result in completed transfers subject to gift tax. Although 
the agreement created remainder interests in the stock, the family 
members, through their reservations of the right to’receive distributions 
of capital, coupled with their power to cause the corporation to make 
distributions, had the power to divest the remaindermen of their 
interests and, in effect recall the property transferred. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Business Outlook 


HE Prudential Insurance Com- 

pany of America estimates that 
1957 total production of goods and 
services, amounting to $436 billion, 
exceeded 1956 results by $21 bil- 
lion. However, at least half of this 
increase in gross national product is 
not representative of an advance in 
real output, being attributed to in- 
flated prices. 

This year is not viewed with 
foreboding by Prudential. Its fore- 
cast appraises gross national prod- 
uct at $450 billion, up $14 billion. 
In this connection, it should be 
noted that the insurance company’s 
GNP forecasts over the past six 
years have shown an average error 
of only 1.4 per cent in terms of sub- 
sequent actual performance; also, 
this minimal deviation has consist- 
ently been on the conservative side. 

Exploring the main buying seg- 
ments in the economy, Prudential 
projects business capital outlays at 
a level some $3 billion below 1957, 
with home buying up $1 billion and 
with consumer spending likely to 
rise by $11 billion. Federal, state 
and local government purchases are 
expected to increase by $5 billion, 
although net export surplus is 
viewed as likely to decline by $1 
billion. 

Prudential points out that this 
country is not headed for an inven- 
tory adjustment; that we are al- 
ready in one. It asserts that this 
adjustment has been under way for 
over a year and that our economy 
is gradually adapting itself to a pro- 


nounced shift in the direction of 
consumer expenditures. Although 
an appreciable rise in business ac- 
tivity is not anticipated in the first 
half, a brisk forward push is 
visualized for the last six months. 
when manufacturers’ inventories 
are brought into line and consumers 
move back into durable goods. A 
moderately good advance is ex- 
pected for the year as a whole. And 
what is equally important is the fact 
that this advance will be real and 
not illusory, since consumer prices 
will show more stability. 

“Sound monetary policy has car- 
ried us through a difficult period of 
adjustment,” says Prudential, “and 
has succeeded in curbing what 
could well have turned into a really 
serious rise in consumer prices.” As 
the threat of inflation eases and 
consumer expenditures resume a 
pattern similar to the distribution 
of our industrial capacity, a change 
in Federal Reserve policy will be 
possible; it can then provide a grad- 
ual increase in the money supply 
compatible with the growth in the 
nation’s real output. Impact on in- 
terest rates, however, may not be 
too marked since the demand for 
loanable funds will continue strong. 
Such increased availability of 
money should facilitate the under- 
taking of many projects which tight 
money has heretofore deferred. 

Recent business experience is 
characterized as an old fashioned 
inventory adjustment. Over the past 
year and a half, consumers shifted 
away from durable goods to non- 
durable goods and services. This 
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shift had an adverse impact on 
manufacturing output, intensified 
by an extremely cautious inventory 
policy at the retail level. “The only 
remarkable aspect of the present 
inventory adjustment,” it is ob- 
served, “is the relatively easy way 
in which it is being absorbed by 


the economy.” 
Total business inventories in the 


first half of 1958 are expected to 
show little change. But as the ad- 
justment is completed, resumption 
of more aggressive purchases is 
likely to contribute an upward push 
to business in the second half. 


Commenting on recent business 
trends, the Federal Reserve Bank of 
New York notes the abatement of 
inflationary pressures and the shift 
from sellers’ to buyers’ markets. In- 
centives to undertake further addi- 
tions to capital equipment have 
been reduced and some firms have 


been prompted to curtail inventory 
positions. The emergence of a 
downward tilt in aggregate output, 
employment and incomes is recog- 
nized. 


At the same time, however, re- 
ports the New York Reserve Bank’s 
Monthly Review, consumer spend- 
ing has been relatively well main- 
tained, home building has strength- 
ened, and State and local govern- 
ment demand seems likely to show 
some further increase. Moreover, 
in some sectors where demand has 
experienced downward readjust- 
ments, the period of most severe 
decline may have passed. 


Attention is directed to the fact 
that the Federal Government is 
already planning increases in some 
military programs. On the other 
hand, in the foreign trade sector, 
exports have declined to the levels 
which prevailed before the spurt 


attributable to the Suez crisis and 
the rapid expansion of agricultural 
surplus sales. The Review synthe- 
sizes its conclusion as follows: 
“While it is essential during any 
economic downturn to be on guard 
against a possible cumulation of the 
downward pressures, the adjust- 
ments that may be involved before 
the advance in economic activity 
can be resumed seem at present to 
be relatively mild.” 

The opinion of New York Uni- 
versity Professor Marcus Nadler is 
also worthy of note. Absent large- 
scale deficit financing, he declares, 
we are in for a readjustment. How- 
ever, he regards this readjustment 
as, on the whole, being sound. He 
anticipates that it will bring in- 
flationary forces to an end, increase 
the productivity of machines and 
labor, and will lay a better founda- 
tion for the future. 

Despite prevailing pessimism, 
he contends, a depression of major 
magnitude is not in the making, and 
the forces which prevailed in 1930 
are not present. This readjustment, 
he continues, does not negate the 
favorable long-term future of the 
country but is merely an interrup- 
tion. 


Cappital Outlays 

A preliminary survey of business 
plans for capital spending, issued 
by McGraw-Hill, projects 1958 out- 
lays at 7 per cent below last year, 
with most companies planning to 
hold these reduced levels in 1959. 
However, comparison with other 
prior years is important in order 
to maintain a proper perspective. 
It should be noted that the 1958 
forecast is 20 per cent more than 
the 1955 spending total and that it 
is only slightly below 1956 perform- 
ance. 
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The prospective drop in outlays 
is concentrated in the manufactur- 
ing area, with a 16 per cent reduc- 
tion planned for this year. Principal 
cause of this drop is the sharp in- 
crease in manufacturing capacity, 
coincident with a levelling out in 
production. On the other hand, 
electric and gas utilities are plan- 
ning a 3 per cent rise in expendi- 
tures. Small increases are also pro- 
jected by the petroleum, communi- 
cations and transportation (other 
than railroad) industries. 

Although the intention to reduce 
capital outlays in manufacturing 
industries is general, a single ex- 
ception is the electrical machinery 
sector. This is because companies 
which make heavy electrical ap- 
paratus, communications equip- 


ment and electronics for defense 
purposes are operating existing fa- 
cilities at a higher rate of capacity 


than is true in manufacturing gen- 
erally. Among the manufacturing 
industries scheduling reduced rates 
of spending for 1958 are: steel, 24 
per cent; nonferrous metals, 38 per 
cent; paper and pulp, 24 per cent’ 
autos, 30 per cent. 

With respect to expenditures on 
research and development, the Mc- 
Graw-Hill survey notes the desire 
on the part of most companies to 
maintain or increase such outlays. 
Most frequent reports of increases 
in research are in the paper, elec- 
trical machinery, chemical and 
rubber industries. 

Projected capital spending of all 
business for 1958 is placed at $36.1 
billion, which compares with an 
estimate of $38.6 billion for 1957 
and actual outlays of $36.6 billion 
in 1956. New peaks are expected 
for the petroleum, transportation 
and communications industries, as 
well as electric and gas utilities. 


LAW JOURNAL 


Bank Bond Portfolios 

The ideal bank investment port- 
folio is one composed of high grade, 
readily marketable issues which af- 
ford a reasonable income. Again 
theoretically speaking, issues com- 
prising the portfolio should mature 
at precisely those times that pro- 
ceeds are required for other pur- 
poses. “However,” notes Major B. 
Einstein, vice president of the First 
National Bank of St. Louis, “what 
may be so simply stated in theory, 
is hardly attainable in practice. For, 
by experience, one knows better 
than to assume that he can ac- 
curately foretell all customer de- 
mands.” 


The practical problem which 
constantly confronts the bank port- 
folio manager is immediate avail- 
ability of adequate funds, free of 
penalty adjustment, for both un- 
expected and expected loan and 
deposit fluctuations. And this must 
be accomplished without needless- 
ly sacrificing income with exces- 
sively short maturities, or exposing 
capital to excessive risk by overly 
long maturities. 

In this connection, Mr. Einstein 
suggests reference to Treasury Bul- 
letin data which analyzes all com- 
mercial bank holdings of Govern- 
ment issues. During mid-1957, for 
example, 8744 per cent of Treasury 
obligations held were spaced to 
mature within the first seven years; 
about 38 per cent matured within 
the first two years and roughly 70 
per cent ran no longer than five 
years. Such a ladder pattern of 
maturities, he remarks, may gen- 
erally be expected to satisfy all rea- 
sonable near-term requirements, as 
well as to provide new short-term 
investments automatically with the 
passage of time. Maturing issues 
provide the proceeds for loan ex- 
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pansion or the satisfaction of de- 
posit demands; accordingly, by 
tending to assure new liquid funds, 
this process eliminates the hazard 
of forced sales in a depressed mar- 
ket. 

Mr. Einstein also notes that a 
program of averaging maturities 
serves as another hedge against 
fluctuating interest rates. When in- 
terest rates are in an uptrend, new 
funds automatically become avail- 
able for reinvestment on a more 
favorable basis; when interest rates 
decline, the earnings level is not 
modified abruptly, as only a portion 
of the portfolio matures and longer- 
term issues afford protection. 


The St. Louis bank executive 
recommends a suitable ladder of 
maturities or averaging program. 
Suggested is the investing of 20 to 
25 per cent of available investment 
funds in securities maturing within 
one year, the remainder being com- 
prised of separate segments each of 
which matures in one of the nine 
succeeding years. These segments, 
in turn, are to be graduated so that 
somewhat larger portions mature in 
earlier rather than later years. “An 
extremely contrary program,” he 
states, “would impose upon the in- 
vestor the impossible task of con- 
stantly attempting to outguess the 
market successfully and constantly 
to rearrange maturities accordingly. 
A suitable middle course, and prob- 
ably the one in most general use 
by experienced investors, is found 
in some variation of the preceding 
two practices; that is to lengthen 
or shorten securities within the 
framework of an average program 
to the extent that changes in in- 
terest rates seem to impend.” 


Wages, Profits and Inflation 
It is often argued that high 


profits, rather than increased wage 
costs, are the cause of rising prices. 
Ordinarily, declares a study of the 
Chamber of Commerce of the Uni- 
ted States, this contention merits 
little consideration in serious dis- 
cussion. Its acceptance in some 
quarters, however, requires ex- 
posure of the fallacy. 

The report of the Chamber's 
Committee on Economic Policy, 
which analyzes “The Mechanics of 
Inflation,” characterizes the above 
argument as a “red herring.” We 
are reminded that labor union 
leaders and apologists have re- 
peatedly used it for “bargaining 
strategy or as a propaganda device 
to divert attention from the effects 
of negotiated wage contracts on the 
cost-price structure.” 

Since profits are a fluctuating 
residual share of the national in- 
come, they tend to show greater 
increases in boom periods and 
larger declines during recessions. 
But unlike wage costs or “sticky 
prices,” they are not inflexible 
downward; and when in an up- 
trend, they do not establish a high- 
er rigid cost ype The study 
notes that profits constitute a very 
small percentage of selling prices 
and national income; that, when 
compared to the total national pay- 
roll, they constitute a minor ele- 
ment in any changing price situa- 
tion. “To attribute significant 
changes in the general price level 
to minor fluctuations in total profits 
or profit margins,” says the Com- 
mittee’s report, “is tantamount to 
saying ‘the tail wags the dog.’” 

It is foolish and naive, the study 
continues, to assume that wage in- 
creases can come out of profits with- 
out increasing prices. This is be- 
cause profits and other nonwage 
payments are essential if industry 
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Nobody—young or old—is safe 
from cancer, but there are two 
things you can do about it. 
One is to have regular check- 
ups every year. Many cancers 
may be cured if detected and 
treated early. The other is to 
fight cancer with a check. 
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is to keep on producing. When 
money wage rates advance at a 
faster pace than man-hour produc- 
tivity, some part of the added wage 
payments must come from higher 
revenues in the form of inflated 
prices. 

New York University Professor 
Jules Backman also remarks that 
recent price inflation may not be 
attributed to monetary and fiscal 
pressures. In his opinion, this price 
rise reflects the uneven impact of 
the boom and the consequences of 
the wage inflation which has per- 
sisted in the past few years. He also 
declares that these price rises have 
not represented “a seeking of large 
profits,” as some groups have al- 
leged; to support his conclusion, he 
calls attention to the diversity of be- 
havior in administered prices and, 
nothwithstanding the boom, the 
narrowing of profit margins. 

“A much more significant factor 
in the price rise,” according to Pro- 
fessor Backman, “has been the ex- 
cessive increases in administered 
wages and other labor costs. Unit 
labor costs rise as labor costs out- 
strip increases in productivity. It 
defies common sense, he says, “to 
expect that labor costs can continue 
to rise much more than productivity 
without forcing up prices, curtail- 
ing profits, creating unemployment, 
or some combination of these de- 
velopments. . . .” 





The question came up at a 


Payroll Savings, 
et, were not pin. that at 
had a Plan for years? 
Finding out was simple. 
A phone call brought the as- 
sistance of our State Savings 
Bond Director. He helped plan a 


wa ag. campaign. 
e upshot? Employee par- 
ticipation shot up to the hig 


percentage since the mid-Forties. 
And the whole m was con- 
ducted in good order. Work 
was never in 

Toda Acie pea Payroll 
savers than ever before in peace 
time. Look up your State Direc- 
tor in the phone book or write: 
Savings Bonds Division, U. S. 


Treasury Dept., Washington. 
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HANDBOOK OF 


FEDERAL BANKING LAWS 


(New 1956 Edition) 


Edited by Thor W. Kolle, Jr., of the New York Bar 


Federal Reserve Act—National Bank Act—Other 
Federal Banking Laws—Completely Indexed 


The new 1956 edition of FED- 
ERAL BANKING LAWS is now 
ready for delivery. Since our last 
edition Congress has enacted many 
important statutes. 


It contains in one compact 
volume all of the Federal laws 
affecting member banks, State and 
National, of the Federal Reserve 
System and non-member banks, 
insured under the Federal Deposit 
Insurance Law. 


The new edition of Federal 
Banking Laws contains the pro- 
visions of all of these statutes, that 


is to say, the Federal Reserve Act, 
the National Bank Act, subsequent 
banking acts and other laws of the 
United States regulating banking, 
as amended to date. The Bank 
Holding Company Act and all the 
1956 legislation are included. 


The provisions of these various 
laws are co-ordinated and codified 
under one system following the 
plan used in the Code of Laws of 
the United States. 


The book is a pocket size volume 
of 650 pages, completely indexed. 
It will give you all of these im- 
portant statutes under one cover. 


(Price $10.00 delivered) 
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